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The Issue of Diversification in Federal 
Tax Policy 


ROY BLOUGH 


te idea of discovering an ‘ideal’ tax, or if not ideal at least the ‘best’ 
tax, and using it as a source of all revenue has been an attractive one to 
many people. Every few months a plan for a single tax of one variety or 
another appears, and its sponsor is often both irritated and puzzled by the 
lack of enthusiasm with which it is received in official circles. 

The federal tax system is not likely ever to consist of a single tax. At 
the present time there are well over 100 different federal internal revenue 
taxes and hundreds of customs duties." Every important form of tax is 
used except export taxes, the property tax and the general sales tax. The 
overwhelming majority of the internal revenue taxes are on commodities, 
transactions, and privileges. 

Despite this variety of taxes, a politically important criticism of the 
federal tax system is that it is not sufficiently diversified. The criticism is 
directed to the dominance of the income tax as a source of federal revenue.? 
The criticism is variously that the income tax is relatively more important 
than it used to be, than it is in other national tax systems, and in any event 
than it ought to be.* It is scarcely a clinching argument for greater di- 
versity that the income tax is more important than it used to be, and still 
less that it is more important than in other national tax systems. How- 
ever, the facts are of interest and will be reviewed briefly before turning 
to the important question of the desirability of greater diversity. 

Diversity in the Federal Tax System. The relative importance of taxes 
on income in the federal revenue system has fluctuated widely over the 


Roy Bioucn, formerly head of the Treasury’s Tax Research Division, is Professor of 
Economics at the University of Chicago and a member of the Advisory Board of the 
Tax Law Review. 

1 The exact number of taxes depends on what is counted as a tax. Taxes are difficult 
to count because the distinction between separate taxes and different rates for the same 
tax is not followed consistently throughout the Internal Revenue Code. 

2 An example is the following colloquy between Representative Gearhart (R., Calif.) 
and Roswell Magill, Hearings before Committee on Ways and Means on Individual 
Income Tax Reduction, 80th Cong., ‘1st Sess. 149 (March 14, 1947) : 


“Mr. Gearhart: Now the time has come when we should rewrite the tax bill compre- 
hensively so as to eliminate as much injustice, as many of the inequities, as we possibly 
can, I think one of the greatest inequities, one of the greatest errors that crept into our 
tax system leading up to and through the World War has been the over-emphasis of the 
income tax as the principal source of the revenue of this country. 

“Mr. Magill: I quite agree with you.” 

8 Cf. The Committee on Postwar Tax Policy, A Tax Program for a Solvent America, 
30-38 (1945). 
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years. Rising from nothing, the income and profits taxes reached a high 
point of 73 per cent of total tax revenue in the fiscal year 1918, were 
down to 56 per cent in 1925, up to 66 per cent in 1929, down to a low 
point of 27 per cent in 1934, and up to a high point of 81 per cent in 1944, 
and down to 71 per cent in 1947, as shown on the accompanying table. 
The reasons for these changes can be summarized as changes in rates, 
changes in business conditions and the relative instability of revenues from 
the income tax. Space does not permit a detailed examination of the 
many factors involved. 

The decline from the 1944 wartime peak reflects the fact that the bulk 
of tax reduction to date has been in taxes on incomes of individuals and 
corporations (including the excess profits tax).* The proportion of in- 
come tax revenues to total tax receipts may be expected to fall further as 
incomes and profits settle down somewhat from present peak levels. Since 
the income tax is a relatively unstable source of revenue, the proportion 
of tax receipts from income taxes over a full business cycle would be 
lower than in the recent years of inflationary boom. Making allowances 
for these factors, however, the income tax is relatively more dominant in 
the federal tax system than it was before the war. 

Diversity in Foreign Tax Systems. Data comparing the proportions of 
tax revenues derived from income taxes in the United Kingdom, Canada, 
Australia, New Zealand, and the United States were inserted in the 1947 
House hearings on tax reduction by the Treasury at the request of a 
member of the Ways and Means Committee. The figures are for national 
governments, and the percentages are summarized in the following table: 





Per Cent oF CENTRAL GOVERNMENT TAX REVENUES FROM TAXES ON 
INCOMES AND Prorits 5 
1932 1934 1936 1938 1940 1942 1944 1946 


United States ........00e0. 56.0 30.2 393 525 466 67.7 860 802 
United Kingdom .......... 1. @1. 1,43), 479.68 397 93 
er re 22.2 224 262 270 289 474 «625 62.9 
AMT B 5:6 09:05 0 5.00000 000 276 #192 162 163 183 455 628 625 
New Zealand ........00-0. 60 2.7 Bs BH2 32 S82 629 622 


4 The reductions in various taxes brought about by the Revenue Act of 1945 were esti- 
mated as follows: 


(Millions of 

Dollars) 
1. Corporation income and excess profits tax.........ceeeeeeeees 2,900 
ee ns Si oss on sous eke eigakbecee ness p see oees 2,644 
3. Capital stock and declared value Excess profits............... 231 
Pe WIND BONES Gils. eR. SRS RiG Sandee Oe a 140 


Items 1), and 2), accounted for 94 per cent of the estimated reduction. 1947 proposed 
reductions (H.R. 1 and H.R. 3950) applied exclusively to income taxes. 

5 Hearings before the Ways and Means Committee on Individual Income Tax Reduc- 
tion (H.R. 1), 80th Cong., 1st Sess. 103-107. (March 13, 1947). The United States 
figures are calculated on a somewhat different basis from those appearing in Table 1, 
infra. 
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TABLE 1 


FepERAL TAX REVENUE, SELECTED YEARS, 1913-47 
Relative Importance of Three Largest Sources 


Second Largest Third Largest 
Largest Source Source Source 
Total Tax Per Cent Per Cent Per Cert 
Revenue of Tax of Tax of Tax 
Year (billions) Tax Revenue Tax Revenue Tax Revenue 
1913 $0.7 Customs 48 Liquor 35 Tobacco 12 
1916 0.7 Liquor 34 Customs 29 Income 17 
1918 3.9 Income 73 Liquor 11 Customs 5 
1925 3.1 Income 56 Customs 17 Tobacco 11 
1929 3.5 Income 66 Customs 17 Tobacco 12 
1932 1.9 Income 56 Tobacco 21 Customs 17 
1934 3.0 Income 27 Customs 11 Tobacco 14 
1936 3.9 Income 36 Liquor 13 Tobacco 13 
EXCLUDING EMPLOYMENT TAXES 
1938 5.3 Income 50 Tobacco 11 Liquor 11 
1939 4.7 Income 46 Liquor 12 Tobacco 12 
1940 48 Income 44 Liquor 13 Tobacco 13 
1941 68 Income 51 Liquor 12 Tobacco 10 
1942 12.2 Income 65 Liquor 9 Tobacco 6 
1943 21.2 Income 77 Liquor 7 Tobacco 4 
1944 38.8 Income 85 Liquor 4 Tobacco 3 
1945 42.4 Income 83 Liquor 5 Tobacco 2 
, 1946* 36.3 Income 78 Liquor 7 Tobacco 3 
1947* 348 Income “#9 Liquor 7 Tobacco 4 
INCLUDING EMPLOYMENT TAXES 
1938 + 6.0 Income 44 Employment 12 Tobacco 9 
1939 5.5 Income 40 Employment 14 Liquor 11 
1940 5.7 Income 38 Employment 15 Liquor 11 
1941 7.7 Income 45 Employment 12 Liquor 11 
1942 13.4 Income 60 Employment 9 Liquor 8 
1943 22.7 Income 72 Employment 7 Liquor 6 
1944 40.6 Income 81 Employment 4 Liquor 4 
1945 44.2 Income 79 Liquor 5 Employment 4 
1946* 38.0 Income 74 Liquor 6 Employment 4 
1947* 36.8 Income 71 Liquor 7 Employment 5 


Sources: 
1913-1936, TwentietH Century Funp, Facinc THE Tax Proslem 


Pet Cent 
— 


yom 
Three 
Largest 
Sources 


95 


72 


70 
73 


8S 


92 


RBS 


1938-1946, Treasury Bulletin; except for ‘customs’ whith is taken “from the Secretary’s Annual 
1947— Bureau of Internal Revenue release, dated jply 31, 1947, and Statement by the President 


on the Review of the 1948 Budget, Aug. 20, 
* After deducting tax refunds. 
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These figures indicate: (1) in all five countries the income tax greatly 
increased in relative importance during the war years, (2) the United 
States Federal Government derived a greater proportion of its tax reve- 
nues from income and profits taxes than did the other countries. A warn- 
ing in using the figures is necessary. International comparisons are 
notoriously difficult to make and likely to be misleading because of dif- 
ferences in accounting and other methods. For example, the United States 
figure for 1946 takes no account of refunds of receipts of $3.1 billions, 
almost all of which amount was income and profits taxes.° Social in- 
surance is financed in various ways; exclusion of the taxes’may not cor- 
rectly represent the actual situation. Most important of all, only central 
or national governments are included ; the relative importance of state and 
local revenues and of income taxes in these revenues is not shown.’ Such 
information is necessary to a correct interpretation of the figures. 

The Income Tax in Postwar Tax Programs. During and since the*War 
a number of formal plans for federal postwar tax revision have been 
presented by different organizations. Most but not all of these plans were 
made during the last year or so of hostilities and before the reductions of 
the Revenue Act of 1945. The place of income taxation in these plans 
may help to point up the issue of diversity. 

Beardsley Ruml and H. Chr. Sonne in July, 1944, proposed that the 
individual and corporation income taxes provide $14 billion (which is 
77.7 per cent) of an $18 billion total (exclusive of old age security taxes 
and unemployment insurance taxes).* This $14 billion figure would be 
mace up of individual income taxes, a tax on corporate. franchises mea- 
sured by incomes, and an undistributed profits tax. The point of view 
expressed in the memorandum leads to the conclusion that if the authors 
were financing a budget higher than $18 billion they would favor raising 
a larger percentage from individual income taxes. They specifically stated 
that “the graduated, progressive individual income tax should be relied 
on as the key source of revenue.” ° 


6 Cf. The Budget of the United States Government for the fiscal year ending June 30, 
1948, MSS. 

7 For example, in the fiscal years ending in 1943, the local (including state and pro- 
vincial) taxes in the United Kingdom amounted to only 7 per cent of total taxes, Canada 
to 19 per cent, and the United States to 28 per cent. Relatively little of state and local 
revenue in the United States is raised from the income tax. Accordingly, if federal, state, 
and local governments were considered as a unit, the degree of diversity in the United 
States would be much higher than for the national government alone, while in the 
United Kingdom, for example, the addition of local governments would make relatively 
little difference in the final result. 

8 Beardsley Ruml and H. Chr. Sonne, Fiscal and Monetary Policy, 39 (1944). 

9 Jd. at 12. 














1947] THE ISSUE OF DIVERSIFICATION IN FEDERAL TAX POLICY 5 


The research committee of the Committee for Economic Development 
in August, 1944, proposed to collect approximately 75 per cent of total 
tax collections of $18.7 billion (not including social security taxes) from 
personal and corporation income taxes.*® This was the highest budget 
presented by them. For a smaller budget, they proposed a lesser propor- 
tion from income taxes. The committee proposed that “the graduated, 
personal income tax should provide at least half of the total federal 
revenues needed.” * 

Over against these proposals for a federal tax system which would be 
strongly dominated by the income and profit taxes, particularly the per- 
sonal income tax, are a number of proposals which would lead to greater 
diversity in the sources of federal tax revenue. One of these is the so- 
called Twin City plan for postwar taxes published in June, 1944.** In 
this plan 56 per cent of tax revenues (excluding social security) were 
to come from individual and corporation income taxes. A general retail 
sales tax of 5 per cent was to be added to the tax structure. 

The Committee on Postwar Tax Policy, of which Roswell Magill was 
chairman and Harley L. Lutz director of research (hereafter referred to 
as the Magill-Lutz Program) issued a program in July, 1945.** Alto- 
gether the Committee presented 21 different tax schedules covering three 
levels of budgets and three national income levels. Combined individual 
and corporation income tax revenues estimated under these plans range 
from a low of 65.6 per cent to a high of 81.2 per cent, but most of them 
fall in the range between 74 and 78 per cent. 

More extreme proposals have been made by individuals. Messrs. Hansen 
and Perloff in 1944 proposed to raise 65.2 per cent of a $23 billion postwar 
budget from individual and corporation incomes.** The $23 billion total, 
however, included 5 billion dollars from payroll taxes, and if this were 
eliminated to make their figures more comparable with others they would 
raise about 834 per cent of an $18 billion budget from individual and 
corporate incomes. 

Mr. Robert Nathan, writing in 1944, proposed that “as reductions are 
made in taxes after the war, all such reductions should be made in indirect 
taxes rather than direct taxes.” *® He includes income, inheritance, and 
the estate taxes in the class of direct taxes. He proposed, moreover, that 


10 Committee for Economic Development, 4A Postwar Federal Tax Plan for High 
Employment, 39 (1944). 

11 Jd. at 18. < 

12 The Twin Cities Plan, Postwar Taxation, 19 (1944). 

18 Committee on Postwar Tax Policy, A Tax Program for a Solvent America. 

1¢ Arvin H. HANSEN AND Harvey PeErtorr, STATE AND LOcAL FINANCE IN THE 
Nationat Economy, 256. 

15 Ropert NATHAN, MOBILIZING FoR ABUNDANCE, 140, 
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“the Federal government should retain high income taxes and offer re- 
imbursement to states and localities if they will reduce their indirect 
taxes.” ** He suggests retention of “excise taxes on liquors, tobacco, and 
the like” to discourage their consumption.” 

Since there would be little point in offering reimbursement for reduc- 
tion in state and local indirect taxes as long as the federal revenue system 
contains such taxes, it appears that Mr. Nathan desired that the federal 
government be financed almost entirely from direct taxes, adding only 
receipts from restrictive excises, and would have the federal government 
collect even more revenues than it would require so as to reduce state and 
local indirect taxes. Since death taxes yield relatively little revenue at 
most, Mr. Nathan thus approaches the ultimate minimum in diversity of 
the federal tax system. The federal income taxes would be the sole large 
revenue source. 

At what is perhaps the other extreme Professor Lutz early in 1944 
proposed to raise only one-third of a total postwar budget of about $15 
billion (not including payroll taxes) from individual and corporation 
income taxes.*® 

There are, of course, other proposals for postwar tax systems, but these 
should suffice for our purposes. The conclusion may be reached that 
although there is wide divergence between the highest and lowest per- 
centages of the tax proposed to be raised from individual and corporate 
incomes, in most proposals these taxes would continue to supply a pro- 
portion of the revenue comparable to that now produced by them. 

The Corporate Income Tax and Diversity. The question may have 
risen in the reader’s mind whether it is proper to treat the taxes on in- 
dividual and corporation incomes as one income tax. Strictly speaking, 
several specific taxes are levied, some on individual and some or cor- 
poration incomes. However, with some exceptions the same definitions 
of gross income, deductions, credits and other provisions apply for both 
individuals and corporations.*® The difference in rates and the lack of 
integration between the corporation income tax and the individual income 
tax lead to some double taxation and add an element of diversity to the 
federal tax system. Much of this diversity in burden distribution, how- 
ever, can be eliminated by appropriate methods of integrating the indi- 
vidual and corporation taxes.** Almost all of the proposals for postwar 





16 [bid, 

17 [bid. 

18 Referred to, Chicago Association of Commerce, Federal Postwar Taxation: a re- 
view of significant proposals, 17. See also Lutz, Taxation After the War, COMMERCIAL 
AND FINANCIAL CHRONICLE, 2039 (May 18, 1944). 

19 T.R.C. §§ 11-15, 22, 23, etc. 

20 Richard B. Goode, The Postwar Corporation Tax Structure, U. S. Treasury Depart- 
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federal taxation provide methods of integration, although some of these 
are much more effective than others in achieving the burden distribution 
and incentive effects which would come from a single income tax. Even 
without these changes to integrate the taxes, it is probably safe to say 
that the corporation income tax is more nearly like the personal income 
tax in burden distribution, administration and incentive effects as well 
as in degree of stability of revenue than is any other tax in the federal 
tax system. 

Alternative Methods of Diversification. As a last step before moving on 
to a discussion of policy criteria, it is of interest to consider the possible 
revenue sources from which greater diversity could come. Tax policy is 
a problem in alternatives. If the income tax is to be de-emphasized and 
revenues diversified, provision must be made so that the revenue goal may 
be met. In a period when revenues can be reduced, that is, when the 
revenue goal is less than the anticipated receipts, diversity can be in- 
creased by applying all reductions to the income tax. That was largely 
the result of the 1945 reductions and was the basis of the proposed 1947 
reductions.** The amount of reduction that will be possible is uncertain. 
If it is insufficient to produce the desired degree of diversity, income tax 
reductions must be offset by increases in other taxes. What other taxes are 
available ? 

Proposals for adding diversity to the federal tax system have usually 
been to expand the use of excise taxes, impose a general sales tax, or 
both.” This is not surprising, since the choice of alternatives is much 
narrower than might appear at first glance. Export taxes are specifically 
forbidden in the Constitution.** Property taxes also are not available for 
constitutional reasons; they are interpreted as being direct taxes subject 
to apportionment among the states according to population,* which would 
be inequitable and impractical. Other direct taxes on wealth have escaped 
Congressional consideration, at least in recent years, for the same reason. 
The estate and gift taxes could produce somewhat more revenue than 
they do. The impact of these taxes is very uneven among estates because 
of various ways of reducing or escaping tax.** A general tightening of 


ment, Division of Tax Research, 1946; Harotp M. Groves, Postwar Taxation and Eco- 
nomic Progress, 20-39 (1946) ; Ranpotpn E. Paut, TAXATION For Prospertty, 345-376 
(1947). 

21 See note 5, supra, 

22 For example, see Committee on Postwar Taxation, A Tax Program for a Solvent 
America, 148-154. See also Hearings before Committee on Ways and Means on Indi- 
vidual Income Tax Reduction, 80th Cong., 1st Sess. 150. 

23U.S. Const., Art. I, $9. 

24 Pollock v. Farmers’ Loan and Trust Company, 157 U.S. 429 (1895). 

25 WILLIAM VICKREY, AGENDA For ProGressivE TAXATION, 203-211. See also, Federal 
Estate and Gift Taxes; a proposal for integration and correlation with the income tax, 
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provisions would produce greater revenue and more uniformity. More- 
over, exemptions could be decreased and rates, especially in smaller and 
medium-sized estates, could be raised. In any event, however, the in- 
creased revenue would not be large in relation to the amounts involved 
in the federal budget.” Even small amounts of increase are not likely; 
there may be losses instead. Although the federal estate and gift tax rates 
went up relatively much less than the income tax during the war,” there 
are demands that the rates be decreased.** Moreover, the states are 
pressing claims for a larger share of the federal estate taxes.*” Proposals 
have been made that the federal government give up the estate and gift 
taxes entirely.*° 

Prior to the first World War the principal sources of federal revenue 
were customs duties, the tax on alcoholic beverages, and the tax on to- 
bacco.** Substantial increases in revenue from imports could undoubtedly 
be secured by lowering the rates,*? although there might be some delay in 
revenue increase until world production expands. However, customs 
duties are at present dictated by social and economic objectives and not 
by the revenue objective, and there is little prospect of an early change 
toward a lower tariff policy. Imposing duties or increasing rates of 
existing duties on consumption articles which are not produced in this 
country, such as coffee and tea, could produce some revenue ; ** they would 
be the equivalent in burden distribution to sales or excise taxes on the 
common necessities of life. 





a joint study prepared by an Advisory Committee to the Treasury Department and by 
the Office of the Tax Legislative Counsel, with the cooperation of the Division of Tax 
Research and the Bureau of Internal Revenue, 1947. 

26 Collections from the federal estate and gift taxes in fiscal year 1946, were $677 
million. 

27 Rates were increased 10 per cent by the Revenue Act of 1940, § 206, and were some- 
what increased throughout most of the scale by the Revenue Act of 1941, § 401. The 
$40,000 exemption and the $40,000 insurance exclusion were merged into a $60,000 exemp- 
tion by the Revenue Act of 1942, §§ 404, 413, 454, 455. 

28 See for example, statement of Evans Woolen, Jr., before American Bankers’ Assn., 
urging that “the trend in estate taxation should be reversed.” N. Y. Times, Feb. 4, 1947. 

29 Cf. statement by Governor Alfred E. Driscoll of New Jersey at Round Table on 
Tax and Fiscal Policy, Governors’ Conference, Salt Lake City, Utah, July 17, 1947. 

30 Committee on Postwar Tax Policy, A Tax Program for a Solvent America, 163- 
167. 

31 See Table 1, supra. 

82 But for another view, see statement of Rep. Bertrand W. Gearhart (R., Calif.) in 
Hearings before Committee on Ways and Means, Individual Income Tax Reduction, 
149 (Mar. 14, 1947). 

33In 1940, imports of coffee amounted to 2,061.5 million pounds, and of tea, 96.7 
million pounds. Statistical Abstract of the United States, 687-688 (1946). Taxes on 
coffee and tea were considered by the Committee on Ways and Means as a wartime tax 
measure, but were not adopted. 
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The liquor excise is at the highest point in history; ** it is a question 
whether it can be administered at present rates without an unacceptably 
large volume of evasion.** Certainly there is no prospect of its increase 
in the near future. The tobaco excises could be increased to raise some 
additional revenue, but the political forces which limited the wartime 
increase to one cent a package on cigarettes can undoubtedly prevent 
further postwar increases. 

The payroll taxes were imposed for financing social security. The part 
imposed on workers is an income tax, although not included as such in 
this discussion because of the special character of the social security 
program and its financing. In the light of the repeated rate freezes begin- 
ning in 1939,*° the prospect is slim for any increase in the payroll taxes, 
especially those imposed on employers, except for the specific financing of 
social security programs. 

As sources of increased revenue to diversify the federal tax system, 
there remain excise taxes other than the traditional liquor and tobacco 
excises, and general sales taxes. For any large increase above present 
levels even this choice between specific excises and a general sales tax is 
largely verbal. To be suitable for specific excise taxation, a commodity 
should be used by a large number of people, should have a low elasticity 
of demand, should be capable of clear-cut definition, should not have 
directly competing non-taxable goods.*’ Very few commodities meet these 
tests, as appeared clearly when efforts were made during the war to find 
new revenue sources. Because of this fact, a general sales tax, with exemp- 
tions, is a much more likely choice than a multiplicity of items subject to 
special excise taxes. Of course, in practice the form might be that of a 
long list of items subject to low-rate special excise taxes, but the substance 
would be that of a general sales tax, whatever the name. A general sales 
tax might be at either the manufacturers’ level or the retail level,** or 
conceivably the general turnover tax proposed in connection with the 
Townsend Plan for old-age pensions.*® However, the defects of the turn- 


84$9 per proof galion. 

35 Enforcement during the past few years has been aided by control over the suppiy 
of copper, rationing of sugar, and a high level of employment and income. 

86 The latest Act continues the tax rates on employers and on employees at one per 
cent each through the year 1949. Pub. L. No. 379, 80th Cong. The original statute pro- 
vided for rate increases beyond this level beginning January 1, 1940. 

87 See, JENS P. JENSEN, GOVERNMENT FINANCE 365-69 (1937). 

88 See, Considerations Respecting a Federal Retail Sales Tax, Treasury Department, 
Division of Tax Research, Hearings before the House Ways and Means Committee on 
Revenue Act of 1943, 1124-61. 


89 For one example of the Townsend Plan, see H.R. 1 (1939). 
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over tax are so well known that its adoption is probably out of the list of 
possibilities.*° 

Criteria for Considering the Diversity Issue. Proposals for tax legisla- 
tion usually start with, and in any event quickly give rise to, conflicts of 
interest among taxpaying groups.** In deciding tax issues Congress must 
resolve, compromise, or choose among conflicting private interests. To 
the extent that the decisions do not have a rational basis, there ig not 
much that economic analysis can do except to point out the irrationality. 
For the most part, however, tax policy decisions appear to be based en 
rational criteria. The criteria which have the greatest bearing on the 
diversity issue appear to be those indicated in the following questions : 

(1) What diversity, if any, is needed to achieve the desired revenue 
goal ? 

(2) What diversity, if any, is needed to achieve equitable tax distri- 
bution ? 

(3) What diversity, if any, is needed to achieve the desired degree of 
(a) revenue stability, or (b) revenue instability ? 

(4) What diversity, if any, is needed to protect and promote economic 
incentives ? 

(5) What diversity, if any, is needed to accomplish non-revenue or 
economic control objectives? 

The large majority of tax students and tax policy-makers are in agree- 
ment that if a single tax is to be used in raising any given total amount 
of federal revenue, the income tax is superior to any other tax in all of 
the above respects except that of economic control and that of revenue 
stability. The question here is not whether the income tax is better than 
another tax on an all-or-nothing basis but whether it is better with one 
or more other taxes than standing alone in respect of each of the above 
considerations. 

Diversity and the Revenue Goal. In times when tax increases are re- 
quired to meet the revenue goal, it is not usual that the whole increase is 
derived from income taxes. Along with other reasons for not doing so, 
the statement is commonly made that the income tax cannot bear all the 
added load. Secretary Mellon took this position in 1932.** Throughout 
the prewar period Secretary Morgenthau condemned the excise taxes, but 





40 See, Hearings before Committee on Ways and Means, Social Security, 789-790 
(1939). See also, Seymour Harris, Economics or Soctat Security 57-59 (1941). 

41 Cf. Roy Blough, Conflict and Harmony in Taxation, PROCEEDINGS OF THE AMERICAN 
PHILOSOPHICAL Society, Vol. 88, No. 1, 22-28 (1944); Joun R. Commons, INstiTuU- 
TIONAL Economics, 804-840 (1934); T. S. Adams, Ideals and Idealism in Taxation, 18 
AMERICAN Economic Review 1-8 (1928). 

42% earings before Committee on Ways and Means on Revenue Revision, 72nd Cong., 
Ist Sess. 3-4 (1932). 
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he did not recommend replacing them with higher income tax rates. Each 
time they would have expired he acquiesced in their retention until the 
revenue situation should permit their repeal.“* Was it any real lack of 
revenue-producing capacity on the part of the income tax that led to these 
recommendations by a conservative Republican and a New-Deal Demo- 
cratic Secretary of the Treasury? 

One point in the answer is reasonably clear. The revenue producing 
capacity of the income tax, averaging good years and bad, is greater than 
that of any other tax. The income tax is not restricted to a narrow base, 
nor, therefore, to limited revenue as were the tariff and the excises on 
liquor and tobacco in the years when they were the predominant revenue 
producers. The income tax has the entire income of the-nation to draw 
on as a possible tax base. Since taxes are ordinarily paid from income, 
regardless of the kind of tax base by which their amount is measured, 
there is a presumption that whatever revenues are raised from other tax 
sources could instead be raised from taxes on incomes. If that pre- 
sumption is badly grounded, it must be for reasons other than narrowness 
of possible base. Presumably the argument would be that heavier income 
taxes would eventually reach a point of maximum returns. When we ob- 
serve the income tax rates and exemptions of today in contrast with those 
of 1932 or even 1939, we must conclude that the beliefs often expressed 
in those days that income taxes had passed their peak of productivity were 
exaggerated.** Still, this does not demonstrate that there is no limit. 

Other things being equal,** yields of any tax, including the income tax, 


43 For example, see testimony of Secretary Morgenthau, Hearings before Committee 
on Ways and Means on Revenue Revision, 76th Cong., Ist Sess. 6 (1939). 

44 For example, Secretary Mellon and Under Secretary Mills in 1932 expressed the 
belief that in “normal times” a top surtax rate of 20 per cent would yield more revenue 
than one of 40 per cent. (Hearings before Committee on Ways and Means, on Revenue 
Revision, 72nd Cong., Ist Sess. 5, 14 (1932).) See also, testimony presented in June, 
1940, before the Senate Finance Committee on behalf of the Committee on Federal 
Finance of the United States Chamber of Commerce, by Ellsworth C. Alvord, in the 
course of which he said: “I would suggest ... that you . . . prepare a permanent long- 
range tax system... which will produce the maximum possible revenues for your 
Government consistent with your other political and economic policies. . . . My best guess 
is that over a period of ten years, the average revenue which you can get under that 
system will not be far from $7 billion annually. ... Our existing tax rates are far 
above the point of maximum productivity.”. Hearings before Senate Committee on 
Finance, on Revenue Act of 1940, 76th Cong., 3rd Sess. 90, 97. 

45 Other things are seldom equal, which is the reason the effects of tax measures are 
so difficult to determine. For example, the high income tax rates may be imposed to 
accompany an increase in government expenditures, which in turn may enlarge incomes so 
that instead of the revenue falling for each percentage point of tax rate, it may rise. The 
wartime experience is of course the outstanding example. Recognition of this fact does 
not involve any judgment as to the wisdom or lack of wisdom of government 


expenditures. 
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for each per cent of rate, should be expected to fall as the rate rises, or. 
at any rate, after the rate has risen to a point justifying full enforcement 
efforts. High tax rates tend to reduce the base. This, however, is not the 
same as saying that the total yield of the tax declines as rates go up, 
which is the phenomenon of “diminishing returns.” A one-tenth increase 
in rates would have to result in more than a one-tenth decrease in the tax 
base to reduce the total revenue. This might happen in taxes with narrow 
bases, such as specific excises or import duties, where the taxpayer could 
substitute something else for the taxed article. For it to happen in a 
general income tax would require either greaily increased tax evasion (in 
which the legal tax base is hidden from the taxing authorities), tax avoid- 
ance (in which income recognized for tax purposes is transformed into 
income not so recognized, such as tax exempt interest, or taxed at lower 
rates, such as capital gains), or tax repression (in which the income is 
prevented by the high tax from coming into existence).** Undoubtedly 
these factors would at some point bring about diminishing réturns at 
least in some rate brackets. However, in testing the revenue capacity of 
the income tax the problem is not whether top bracket rates have reached 
the point of maximum or even of diminishing returns, but whether the 
tax as a whole has adequate revenue-producing capacity after making such 
adjustments as stopping up legal loopholes, improving enforcement, and 
lowering any rates which may be above the point of maximum return. 
There is little evidence indicating that the income tax has reached or passed 
its revenue-producing limits in this sense. 

A somewhat separate matter is whether under given economic condi- 
tions a general reduction in taxes would increase revenues. The extensive 
analysis required for an adequate discussion of that point makes it 
necessary to omit it here. 

Diversity and Equitable Tax Distribution. A conclusion that the in- 
come tax can raise all the needed revenue does not mean that this would 
necessarily be desirable. A second test of a tax policy is the equity of the 
distribution of the burden. So our second question is: What supplementa- 
tion, if any, does the federal income tax require to achieve equitable tax 
distribution ? 

The accuracy with which tax burdens can be apportioned among people 
according to any desired pattern is one of the chief points of superiority 
of the income tax over all other taxes. Income is the chief source and 
measure of taxable capacity. By intelligent manipulation of deductions, 
exemptions, and rates it is possible if desired to recognize the different 
responsibilities of families of different size, the greater taxable capacity 


46 Tax evasion, avoidance, and repression will be discussed further in later sections. 
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represented by higher bracket incomes, and the greater tax-paying ability 
represented by investment income. The often-criticized complications of 
the income tax occur in part because of the tendency to add special, new 
provisions to the tax law rather than to thoroughly revise and integrate 
the whole. Mostly, however, income tax complications grow out of efforts 
to apply the tax in accordance with taxpaying ability in a complicated 
world. 

In saying that the income tax is superior to other taxes in its adapta- 
bility to desired burden distribution is not necessarily to imply that the 
existing burden distribution is equitable. Tax justice is largely a matter 
of social values, and people differ in their views as to what is equitable. 
But the fact that distribution is at present according to a pattern that 
some may not like does not mean that the income tax is not adaptable to 
some other pattern. By increasing, decreasing, or wiping out exemptions, 
adjusting rates, changing the definition of gross income and modifying 
deductions and credits, the legal tax liability can be allocated in almost 
any desired fashion short of singling individuals out for special treatment. 

Despite its superiority the income tax is subject to certain difficulties 
in practice which prevent the actual burden distribution from reaching 
the degree of perfection possible in the distribution of tax liability. 

In the first place, incomes and exemptions do not always mean the same 
economic reality to people in urban areas and to people in rural areas, or 
to people in different regions. Not only different costs of living but dif- 
ferent ways of life make nationally uniform exemptions and rate schedules 
inadequate to impose equal burdens on equal abilities. In general, rural 
America is relatively undertaxed by the income tax.*’ It is at least possible 
that the distribution could be improved at the expense of greater compli- 
cation in defining gross income and deductions, but the whole problem 
could hardly be solved in this manner. 

However, to call attention to this defect does not point to the form of 
tax diversity that would cure it. The present writer has not observed any 
proposed taxes which, if added to the federal system, would balance the 
income tax in this respect, without diminishing in other at least equally 
important ways the adaptability of the income tax to desired burden 
distribution. 

A second defect of the income tax in its adaptability to any desired 
burden distribution is the fact that it cannot directly reach accumulated 
wealth. Wealth may be an important source or at least measure of in- 
dividual taxpaying ability. The nearest the income tax can come to recog- 


47 Which is not to say that farmers are ‘undertaxed considering federal, state and local 
taxes combined. 
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nizing the ability to pay inherent in wealth, is to place a higher rate on 
income from property than on income from personal services. Not only 
has this proved difficult in practice but it does not really solve the problem, 
since income from wealth is not necessarily proportionate to the value of 
the wealth. Because the Constitution, as interpreted, prevents any direct 
taxation on wealth, the estate and gift taxes have been our principal 
methods of directly reaching the wealth element in ability-to-pay. Present 
methods of applying these taxes leave much to be desired, but these defects 
of estate and gift taxation need not concern us here. Methods are avail- 
able for improving these taxes as a means of distributing tax burdens in 
accordance with wealth if that end is desired.** The income tax could 
then be supplemented by appropriately devised estate and gift taxes in 
order to distribute the tax burden in whatever manner is desired. Pro- 
ponents of greater diversity in the federal tax system have thus far shown 
little interest in this kind of revision. 

A third respect in which the income tax may fail to be adaptable to the 
desired burden distribution is administrative in character. It concerns 
the difficulty of enforcing income taxes where the withholding tax pro- 
cedure is not feasible. The bootleggers and black market operators can 
perhaps be overlooked, as they are only incidentally income tax violators. 
The fashionable surgeons and other professional men who are caught lead 
us to wonder how many get away.*® A preference for cash over checks by 
certain doctors is a bad sign. So is the intense interest of many taxpayers 
in finding loopholes in the tax laws. And under present enforcement 
practices farmers, self-employed, farm laborers, and domestic servants 
certainly escape taxes in large numbers. It is not suggested that the in- 
come tax cannot be imposed on such incomes. However, a substantially 
different and more expensive administrative procedure than now employed 
will probably be necessary if the tax is to be equitably and effectively 
imposed on certain large groups of income recipients. 

High rates of income tax encourage efforts to escape the tax. Evasion 
of a downright illegal character is made more worthwhile. Moreover, with 
the complicated tax laws necessary in a complex economy, there are many 
methods on the border-line of legality which taxpayers are encouraged by 
high rates to employ. These can usually be eliminated by prompt action 
of Congress. Such action is often difficult to achieve. Resentment against 
high rates which are deemed politically necessary may lead to the creation 
of loopholes rather than to closing them. Here again, to the extent that 





48 WitttaM VICKREY, AGENDA FOR PROGRESSIVE TAXATION, (1947). 

49 Examples of tax evaders who were caught are reported from time to time in 
Treasury Department press releases. See for example, Treasury Department Press Ser- 
vice No. S444, for release August 27, 1947. 
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lowering high rates may be necessary as a cure, it can be done within the 
framework of the income tax as long as the total required revenue is not 
too great. 

The previous discussion leads the present writer to the conclusion that 
except for the estate and gift tax the addition of other taxes to the income 
tax can add little in making the federal tax system more adaptable to the 
desired burden distribution. This view is by no means universally shared. 

Stability or Instability? Another consideration is that of revenue sta- 
bility or instability. Can we get the desired degree of stability of revenue or 
instability of revenue through the income tax, or is greater diversity of 
tax sources rteeded to achieve this purpose? To answer this question, we 
need to know which, stability or instability of revenue, is to be the desired 
objective of tax policy. Each has its vigorous advocates. 

Under traditional fiscal policy in which emphasis is placed on the 
achievement of an annually balanced budget, revenue stability is considered 
a desirable characteristic of the federal tax system. The 1932 recom- 
mendations of Secretary Mellon previously referred to, were entirely in 
that tradition. 

Of the recent tax studies the one which most strongly supported revenue 
stability is the Magill-Lutz Committee Report: 


Revenue stability is an important factor in the tax program which we are 
proposing for the postwar period. . . . In our opinion the economic craft 
which carries us all is capable of righting itself after the wave-like variations 
that beset it, and a revenue system devised to supply all reasonable needs 
under a considerable diversity of economic circumstances will assure far 
greater buoyancy than can be provided by addition to a public debt already 
so large as to be a subject of grave concern. 


The report goes on to point out that 


the principal characteristics of a tax system whereby revenue stability is likely 
to be attained is diversity in the methods of taxation.*° 


The income tax itself may be designed to produce much more stable 
revenue at fixed tax rates than the present rate structure produces. The 
yield from a proportional income tax with no exemptions, for example, 
would be much more stable than the yield from the present system. How- 
ever, since incomes are less stable over the business cycle than are expendi- 
tures for consumption, even a proportional income tax would yield less 
stable revenue than taxes which fall on consumption, especially on general 
consumption of necessities. If revenue stability be an important purpose, 
diversity can help to achieve it. 


50 Committee on Postwar Tax Policy, A Tax Program for a Solvent America, 30-31 
(1945). 
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The deliberate enlargement of revenue instability, on the other hand, 
is a highly regarded technique of compensatory fiscal policy. The larger 
the tax payments in boom times, the greater the anti-inflationary effect 
of taxes. The smaller the tax payments in depression, the less the defla- 
tionary effects of taxes. These results are most powerful when the varia- 
tions in tax payments occur in taxes on income groups which spend the 
largest fractions of their incomes, i.e., the low income groups. While 
all advocates of compensatory fiscal policy appear to favor instability of 
revenue, there are differences of opinion among them as to how important 
such variations are and what methods should be employed to produce 
them. One major point of difference is whether tax rates should be raised 
in boom periods and lowered in periods of underemployment. 

One position is that revenue instability should be built into the tax 
structure so that without any changes in the tax rates the revenues auto- 
matically would be much higher in boom years than in depression years. 
Revenue instability of this character underlies the fiscal policy proposals 
of Messrs. Ruml and Sonne, and probably of the tax report of the C. E. D. 
To achieve a high degree of automatic instability in revenue requires the 
use of highly unstable taxes. Probably a progressive individual income 
tax and a corporation income tax (at proportional rates or at rates pro- 
gressive to much higher income levels than at present) would give the 
maximum automatic instability. 

The other position is that tax rates should be flexible. Variations in 
revenue yields over the business cycle would be achieved largely through 
rate changes, rates being reduced in depressions and raised in boom times. 
This is the very opposite of the rate flexibility practiced under traditional 
fiscal policy. The addition of flexible rates to automatic instability greatly 
increases the degree of instability attainable since tax revenues can be 
reduced to zero if desired. Moreover, it permits less emphasis on a tax 
structure designed to produce unstable revenues and allows more emphasis 
on other considerations than if no flexibility is employed. 

The policy of employing flexible rates does not add any necessity for 
diversity in the federal tax system. The individual income tax, and es- 
pecially that portion withheld at source, is perhaps best adapted of all 
taxes to the application of flexible rates. Corporation income taxes, manu- 
facturers’ sales taxes, and specific excise taxes are not very well suited for 
the application of flexible rates. The expectation of stable rates of tax on 
business reduces uncertainty, which would be increased by frequent 
changes in corporate income tax rates. The corporate income tax, more- 


51 See A. H. Hansen, Economic Portcy anp Fut, EmpLoyMent, 140-43 (1947) for 


a recent statement. 
52 [bid. 
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over, does not have a direct and immediate impact on consumer purchases. 
Manufacturers’ sales and excise taxes do affect consumer prices and pur- 
chases directly and immediately. However, when the rates of tax are raised 
or lowered, compensating taxes or refunds should be provided for goods in 
the hands of wholesalers and retailers.** This is expensive and confusing 
and if done frequently would add the administrative and compliance prob- 
lems of retail sales taxes to those at the manufacturers’ level. 

About the only tax other than the individual income tax that is adaptable 
to rate flexibility for counter-cycle purposes is the general retail sales tax. 
In order to make much of a variation in tax on consumer purchasing power 
between boom and depression, this tax during boom periods would have 
to be levied at relatively high rates and be subject to wide rate variations, 
because of its relatively high innate stability of yield. 

Diversity and Incentive to Work, Manage, Invest, and Take Risks. 
Perhaps the brave new postwar world will be one of unlimited buoyancy 
and expansion. Perhaps the problems that troubled us during the prewar 
depression will be little more than the memories of bad dreams. In that 
case, we can turn to our other troubles. But, in the meantime we should 
not disregard problems that on the basis of experience seem likely to con- 
front us. Recurring unemployment—perhaps even chronic unemploy- 
ment—is in that category. Minimizing the repressive effects of taxation 
on employment becomes thus a major tax consideration. Our task here is 
to inquire whether diversity of the federal tax system is required to avoid 
or minimize the repressing effects of taxation on employment. 

In considering its effects we must distinguish the income tax at moderate 
rates from the income tax at very high rates. At moderate rates the in- 
come tax has long been considered by economists to have less undesirable 
effects than excise taxes, sales taxes, or business taxes measured by gross 
receipts rather than net income. The income tax exercises the minimum 
of distorting effects on the use of resources both at the demand level and 
at the production level. It results in the least loss of consumer surplus. It 
causes the least discrimination among competitors. It has the least ten- 
dency to drive business into bankruptcy. In short, the general net income 
tax has been considered the most neutral in its incentives on business opera- 
tions and individual economic decisions—and the individual income tax is 
superior to the corporation income tax in that respect. 

Taxes may impede production and employment in a variety of ways. 
Most important are their effects in reducing consumer demand and re- 


58 Cf, H.R. Rep. No. 1106, 79th Cong., Ist Sess. 12, which discusses the provision pro- 
viding refunds on floor stocks when excise tax rates are lowered. Revenue Act of 1945, 
Sec. 302. 
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ducing inducements to work and take risks. Unfortunately it is very 
difficult to avoid reducing demand and also inducements at the same time. 

The income tax is almost ideally adapted for avoiding tax repression 
on consumer demand, since through exemption and rate adjustments the 
tax can be made relatively light on persons in the lower income groups, 
who in general spend on consumption the largest proportions of their 
incomes. Sales and excise taxes, on the other hand, would for the most 
part impose relatively the heaviest burdens on such persons. Accordingly, 
if the objective is to minimize the repression of consumer demand by 
taxes, a tax system without diversity does it better than a diversified 
system. 

High rates of income taxes, particularly on larger incomes, reduce the 
source from which savings are made. This might conceivably seriously 
threaten the growth of new capital. On the other hand savings out of 
current income which do not find their way promptly into new capital, 
reduce the demand for goods and accordingly production and employ- 
ment. It is doubtful whether the total volume of savings is likely to be 
too low under 20th century conditions. Undistributed corporate profits, a 
banking system with room for expansion, and the tendency of individuals 
to save, would seem to assure at least adequate savings except in time of 
war and in other inflationary periods. However, business expansion may 
still be hampered by lack of capital, since the savings may be in the hands 
of the wrong people for the needed investment, and since investment of 
savings may be impeded. It is indeed the willingness to invest rather than 
the available volume of savings which is the more important limiting 
factor.™* 

High rates of income taxes adversely affect the incentives for working 
and taking risks, by reducing the net return for effort and risk. In the 
case of investment the effect on the return for risk is the most important 
one. The discouragement which high rates of income tax place on the 
taking of risks is decreased as the provision for the offset of losses against 
other income becomes more complete.°° The income tax could be greatly 
improved in this respect.°° The discouragement which high rates of in- 
come tax place on working arises from the competition in the worker’s 
mind between increased leisure and increased income. Discouragement of 


54Indeed actual savings, as distinguished from attempted or intended savings, are 
themselves limited by the volume of investment. Cf. J. M. Keynes, THE GENERAL 
THEORY OF EMPLOYMENT, INTEREST, AND Money, 61-65 (1936). 

55 See, Evsey D. Domar and Richard A. Musgrave, Proportional Income Taxation and 
Risk-Taking, 58 QuaRTERLY JOURNAL oF Economics (May, 1944). 

56 See, Tax Institute, Inc., How SHoutp Corporations BE TAXED? (1947). This 
book is useful in connection with much of the subject-matter of this paper. 
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management, which has been stressed in recent months, involves both the 
risk factor and the leisure factor. 

How important the income tax is in reducing incentives has not been 
studied in a definitive way. The important point here is that the income 
tax taken as a whole is probably not high enough seriously to affect in- 
centives. If some parts of the tax do so the adjustment can be made 
within the income tax without the necessity of further diversity. 

Diversity and Non-Revenue Objectives. Economists and students of 
taxation are divided on the question of whether taxation should be used 
to promote economic control objectives. However, Congress has been 
under no restraint in the matter, and has used taxation for economic 
control from 1789 on. 

The most important economic control objective has been the protection 
of specific industries from competition, either foreign or domestic. Our 
system of import duties has long since ceased to have much revenue sig- 
nificance. -Tariffs are imposed for protection and for the most part, 
revenue is a minor consideration. A few internal revenue taxes, notably 
that on oleomargerine, are imposed also largely for the purpose of pro- 
tecting an industry from its competitors. 

It will be observed that protection of industry has been accomplished 
not through income taxes but through import and excise taxes. The in- 
come tax being a general tax applied to net income has, as we have previ- 
ously seen, a minimum of distorting influence. The objective of granting 
protection to an industry requires a tax which will have a distorting in- 
fluence. Accordingly, to the extent to which protection of industries is an 
accepted objective, it will be necessary to retain other forms of tax than 
the income tax. From their restrictive nature, however, they are not likely 
to be large revenue producers and accordingly will not do much to show 
diversity in the revenue picture. 

A second objective of economic control which has been adopted from 
time to time, is the use of taxation to discourage consumption of specific 
commodities deemed to be harmful. Thus, we have a very heavy tax on 
opium, and the taxes which are imposed on narcotic drugs are used as the 
basis for supporting a detailed system of regulations. The tax on alcoholic 
beverages is often justified because of the optional character of the con- 
sumption of such beverages. It is not improbable, however, that many 
people look upon a heavy alcohol tax as desirable because of its restrictive 
effect on alcohol consumption. In Great Britain it appears that alcohol 
taxes were imposed with the specific purpose of cutting down drunkenness 


in the population.” 


57 See TWENTIETH CENTURY FuND, Facinc THE TAX ProsiemM 129-214 (1937) for 
a discussion of the use of taxation as an instrument of social control. 
58 Ursuta K. Hicks, Pusiic Finance 144 (1947). 
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Here again, the achievement of an economic objective requires use of 
taxes other than the income tax. There are, however, only a very few 
goods and services the use of which society seeks to discourage; accord- 
ingly, it is not likely that any extension of such taxes beyond their present 
level will be called for to support this objective. 

Another non-revenue objective which has undoubtedly entered into the 
consideration of progressive rates of tax on incomes and estates is the 
desire to reduce the inequalities of wealth and income. The income tax 
is the most suitable tax instrument for reducing inequalities of income, 
while a combination of the income tax and the estate tax can be employed 
to reduce inequalities of wealth. The amount of revenue from the estate 
tax necessary to achieve the desired decrease in inequality of wealth will, 
of course, depend upon the amount of equalizing desired. For the most 
_ part the desire is to reduce very large fortunes; since there are not very 
many of these, the amount of revenue involved is not likely to be sufficiently 
large to increase greatly the diversity of the federal tax system. 

Diversity and Federal-state Fiscal Relations. The greater the number 
of taxes used by the federal government, the greater the conflict or dupli- 
cation of taxes between the federal government and the state government. 
The federal and state governments have shown no hesitancy about enter- 
ing the fields which the other had already tapped. Thus, the federal 
government has gone into the taxation of gasoline, while state governments 
have gone into the taxation of tobacco. If the federal government were 
to impose a general retail sales tax, the extent of the duplication would be 
greatly increased as 29 states impose such a tax.®° Adoption of a federal 
manufacturers’ sales tax would constitute direct duplication in 6 or more 
states which apply sales taxes or their equivalent at the manufacturing 
level, and indirect duplication for other states which impose retail sales 
taxes, since the manufacturers’ sales taxes would constitute a duplicate 
sales tax paid by the final consumer. If the amount of the sales tax im- 
posed by the federal government were separately quoted in retail sales as 
is the case with certain of the articles subject to manufacturers’ excise 
taxes, for example, electric light bulbs, the duplication would be direct so 
far as the consumer is concerned. 

Over the next few years, the state and local governments are likely to 
need every source of revenue which they can successfully impose. State 
governments are at a considerable handicap in imposing income taxes on 
both individuals and businésses. In part, the handicap arises from the 
administrative difficulty a state has of finding people and of allocating 


59 Cf. Henry C. Simons, Persona INcoME TAXATION vi-vii (1937). 
60 Treasury Department, Division of Tax Research, Federal-State Tax Coordination, 
Table 19 (July, 1947). 
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personal and business incomes among the states. In part, the handicap 
arises from the danger.of driving people and businesses from the state 
because of higher income taxes than are imposed in other states. The 
federal government is able to exploit the income tax as a source of revenue 
to a much greater extent than can the states. A high tax rate in one or a 
few states may interfere with the use of the tax by the federal government, 
since Congress is sensitive to combined federal and state tax burdens. 

States by and large are able to impose sales and excise taxes successfully. 
Some difficulty arises out of interstate commerce, but for the most part 
this has been solved, for example, in the case of the gasoline tax. A very 
productive state sales tax need not be sufficiently high in rate to promote 
a great deal of interstate purchasing, although some of this goes on. 
Certain of the taxes, for example, the tax on local admissions, can be 
administered. equally as well by the state or local governments as by the 
federal government. 

Under these circumstances, it is not surprising that proposals have been 
made that the federal government withdraw to the greatest extent possible 
from the excise tax field, leaving this source of revenue for the exploitation 
of the states.* Whatever may be the outcome of this effort to reduce the 
federal use of excise tax sources, mutually helpful federal-state fiscal 
relations would not be promoted by expanding the federal use of excise 
and sales taxes. 

Political Aspects of the Diversity Issue. It has been pointed out above 
that a general sales tax and its practical equivalent, a long list of excises, 
are about the only available methods of diversifying the federal tax 
system. Observation of the political situation today suggests the conclu- 
sion that at least in some quarters the proposal to diversify the federal tax 
system is part of a larger campaign to introduce a federal general sales 
tax. This campaign does not necessarily grow out of any great admiration 
for the sales tax. The underlying objective appears to be that of reducing 
greatly the rates of income tax in the higher brackets. The decision to 
promote the sales tax rather than to rely solely on revision of the income 


61 For example, see statement by Horace Hildreth, Governor of Maine, following the 
Round Table on Tax and Fiscal Policy, at the Governors’ Conference, Salt Lake City, 
Utah, July 14, 1947: “Tax studies by experts, with which I agree, indicate that it would 
be desirable for the federal government‘ to withdraw from the so-called nuisance tax 
field, in favor of the several states and leave to the states such taxes as gasoline taxes, 
alcoholic beverage taxes, amusement and admissions taxes and luxury taxes.” 

A joint conference of thirty United States Congress members and Governors, meet- 
ing under the sponsorship of the Governors’ Conference of the Council of State Govern- 
ments, on September 27, 1947 reported that “This conference is of the opinion: (1) 
that the Federal government should reduce Federal excise taxes as soon as practicable. 
...” N.Y. Times, Sept. 28, 1947. 
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tax itself appears to rest on the following beliefs as to public tax reaction : 
first, that the majority of people will insist on a continuation of a rela- 
tively high degree of income tax rate progression so that substantial re- 
duction of rates in the upper brackets would necessarily be accompanied 
by proportionately still greater reduction in the lower brackets; second, 
that people think about the burdens of the income tax and the sales tax as 
separate matters and do not accurately combine the burdens in making 
their political decisions; and third, as a corollary, that the majority of 
people would accept a sales tax combined with an income tax having a low 
maximum rate and an apparently high degree of progression, while they 
would reject an income tax with the same low maximum rate and rela- 
tively higher rates in the lower brackets. Of course, so far as burden 
distribution is concerned, the combination sales and income tax would 
be heavier on the bulk of the people than would the income tax alone, and 
would not recognize differing family responsibilities, but apparently it is 
believed these facts would not be decisive in determining public opinion.* 

-The strategy that would seem to be indicated by this political judgment 
would be first, to induce acceptance of a substantial rate reduction in the 
higher income brackets while raising exemptions and cutting rates sharply 
in the lower brackets. Such action would reduce revenues more than the 
revenue goal would permit; while this might not be clear‘at first, it would 
shortly become obvious. The strategy then would presumably be to in- 
troduce a general sales tax or its equivalent as the proper method to raise 
the needed revenue and balance the budget. 

It will be interesting to observe over the next year or so to what extent 
this political strategy is followed and whether the political judgment on 
which it rests proves to be a sound one. 


62 Sales and excise taxes have long been objected to because they are hidden and the 
taxpayer is not conscious of them. For example, Henry C. Simons in 1943 recommended 
“elimination or radical reduction of excise taxes (especially on beer, tobacco, admissions, 
liquor, etc.) as an element in the federal revenue system.” He went on: “My main 
objection to these levies, incidentally, is that they are paid without an awareness of their 
heavy burdens. . . . the revenue devices of political cowardice.” Nationat Tax Asso- 
CIATION, PROCEEDINGS OF 36TH NATIONAL CONFERENCE, p. 440 (1944). 




















Tax Planning for Foreign Trade 


GEORGE S. ALLAN anp SIDNEY S. COGGAN 


| PER trade competition in the postwar period will grow in- 
creasingly intense, since many other countries need foreign markets even 
more urgently than does the United States. However, so long as critical 
materials are moving primarily from, rather than to, the United States, 
the comparative total tax burdens on foreign as distinguished from 
domestic American inyestments are of extreme importance in influencing 
desirable trade relations. So important is our export trade, not only as 
a matter of profit or of absorbing excessive productive capacity but also 
as a means of satisfying basic world needs, that we should be willing to 
pay reasonable tax premiums to encourage it. Both the Treasury and 
Congress have evinced a keen perception of the complexity and importance 
of this problem. Studies are currently being made by the Treasury 
Department,’ Congressional tax experts, and other interested organiza- 
tions,” to explore the present burden of federal taxes on foreign trade, and 
to devise further privileges which our Government, at not too high a tax 
cost, might offer to American business enterprises in order to strengthen 
their pioneering spirit. So long as directional subsidies or penalties as to 
certain types of business have, rightly or wrongly, become such a perma- 
nent part of our tax machinery, this is one field in which judiciously 
broadened inducements certainly deserve consideration. 

Meanwhile it is of obvious importance, especially with taxes still at 
high levels, that companies striving to reacquire or extend foreign markets 
should have a close acquaintance with the particular tax inducements— 
haphazard and jumbled though they be—which our present tax laws al- 


Georce S. ALLAN (Ph. B. University of Chicago, 1933, L.L.B. 1936, L.L.M. 1937, Har- 
vard Law School), a member of the New York and Illinois Bars, is associated with 
Lord, Day & Lord, New York City, and was co-author with Randolph E. Paul of “Fed- 
eral Income Tax Problems Of Mortgagors and Mortgagees” in Paut, Stupres 1n Fep- 
ERAL TAXATION (3rd Series, 1940). 

Siwney S. Coccan (B.A., Harvard, 1934, L.L.B. Harvard Law School, 1937) is-a 
member of the New York and Maine Bars and is associated with Lord, Day & Lord, New 
York City. 

1 See statement of John W. Snyder, Secretary of the Treasury, before the House of 
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2 See, e.g., TAX COMMITTEE OF THE NATIONAL ForEIGN TRADE CoUNCIL, REPORT ON 
REGIME OF TAX RELIEF For DoMESTIC TAXPAYERS OPERATING ABROAD (New York, 1947). 


23 











24 TAX LAW REVIEW [ Vol. 3: 


ready offer to foreign commerce. Furthermore, a determination of the 
exact legal cast of the foreign venture, and the terms of the contractual 
and other relationships between the domestic and foreign establishments, 
can be properly made only after a complete analysis in each case of the 
impact of United States and foreign taxes. This involves, in each situa- 
tion, not only numerous sections of our own tax law and the provisions 
of international tax conventions to which the United States is or may be 
a party, but also the tax laws of the foreign country involved, which 
frequently are not easily located, let alone understood.* This article is 
intended to point out some of the more common and practical aspects of 
this highly complicated field. 


I. GENERAL TAX Factors TO BE CONSIDERED 


A consideration of the manner of setting up an export business, or 
trading or manufacturing operations entirely outside the United States, 
poses a great many questions as to choosing the appropriate legal vehicles 
and the exact form of merchandising operations. The first inquiry from 
a tax viewpoint naturally relates to the tax rate in the foreign country, 
since the higher such taxes are, the greater must be the possible profits 
in order to justify the foreign investment. The cudgel of foreign taxes 
must, of course, be considered in the light of the healing salve offered by 
section 131 of our Internal Revenue Code. If part of the operations in 
connection with the foreign venture are to be carried on inside the United 
States, the question whether the resulting profits will be treated for tax 
purposes as derived from within or without.the United States may be of 
vital consequence.* The possibility that our tax officials might invoke 


8 Obtaining accurate and up-to-date texts of foreign tax laws is in itself a formidable 
problem. The Martindale-Hubbell Law Digest, of course, contains very brief summaries 
of the foreign tax laws which can usually serve as a starting point for such an investiga- 
tion. Resort to foreign counsel is almost invariably necessary to obtain any detailed in- 
formation, especially as to the administrative application of the foreign statutes, but it is 
necessary to know something about the problem merely to ask the correct questions, For- 
eign consulates, which might be expected to be the prime source of such commercial in- 
formation, are for the most part notoriously unhelpful. Chambers of commerce and 
information bureaus maintained by foreign governments in the larger cities, as well as 
the foreign departments of the larger banks, are sometimes able to supply useful text 
books or summaries of the applicable law in English translations. The Department of 
Commerce (in its “Trade Promotion Series”) and the Inter-American Development 
Commission of Washington, D.C. have in the past published very helpful pamphlets deal- 
ing with the tax aspects of foreign trade. Various similar foreign-tax studies have been 
made by the Library of Congress research staff on behalf of the Joint Committee on 
Internal Revenue Taxation. The inquirer rapidly learns that the Internal Revenue Code 
has no monopoly on incomprehensibility. 

*No attempt will be made here to discuss in detail the allocation provisions under 
§ 119 of the Internal Revenue Code and the pertinent regulations (see Silverson, Cor- 
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section 129 with reference to a newly-formed company, disregard its 
corporate entity, or apply section 45 as to transactions with the parent 
organization may also cause some pause in particular instances. Existing 
or pending tax treaties with the particular foreign countries must, of 
course, be taken into account. The contemplated method of financing the 
foreign venture and the wishes of the parent company as to accumulating 
profits abroad are also important parts of the tax picture. 

The problem ranges far beyond taxes into the realm of politics, eco- 
nomics, and nationalism. For example, wholly apart from tax aspects 
there may be peculiar advantages, depending to some extent on the par- 
ticular foreign country involved, in using an American corporation for 
the foreign operations. On the other hand, the use of a foreign corpora- 
tion may often have a decidedly more favorable effect upon public relations 
in the foreign country, result in more favorable treatment under various 
foreign laws apart from taxes, and facilitate selling a minority stock 
interest to the public in the foreign country, if such a sale is contemplated. 

However, a major point of inquiry in every such instance is determining 
the most advantageous arrangement taxwise. Before considering the 
specific possibilities in this connection, it may be well to sketch briefly 
some of the basic provisions of the Internal Revenue Code which have a 
bearing upon this problem, and of which section 131 is of the greatest 
general importance. 

A. Credit for foreign taxes under section 131. Since the 1918 Act,° 
the federal tax law has contained a credit, embodied in the present section 
131 of the Internal Revenue Code, for income and profits taxes paid to 
foreign countries ° and possessions of the United States, the general pur- 
pose being to mitigate the burden of double taxation on income received 
from abroad. Sections 131 and 23(c) of the Code thus afford the tax- 
payer * the election of deducting foreign taxes, or in the event that they 
are income, war profits, or excess profits taxes or taxes paid in lieu of 
such taxes otherwise generally imposed by the particular foreign country 
or United States possession,* of using them as a credit against United 
States taxes.’ Generally speaking, but with some eccentric and probably 


PORATIONS IN ForEIGN TRADE AND INCOME TAXES, ProceEpINGS oF N.Y.U. FourtH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 647, 656-664 (1946)) or the possible rele- 
vance of §§ 112(i) and 1250. 

5 §§ 222 and 238; A.R.M. 173, I-2 Cum. But. 197 (1922). 

6 The term “countries” includes any foreign state or political subdivision thereof or 
any foreign political entity which levies or collects such taxes. See Burnet vy. Chicago 
Portrait Co., 285 U.S. 1 (1932); Reg. 111, Sec. 29.131-2. 

7 Assuming that the taxpayer is a United States citizen or a domestic corporation; the 
application of § 131 to other taxpayers is outside the scope of this article. 

8 T.R.C. §§131(a) and (h). 

® Such a credit is not available against any taxes imposed under § 102 or under the 
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unintended exceptions, the effect of section 131 can be summarized by 
stating that in cases where the foreign tax rate is less than ours, the 
United States collects income tax on foreign income to the extent of such 
difference, but where the foreign rate is higher than the United States 
rate, then the United States yields to the country of source, and foregoes 
collecting taxes on such foreign income. 

Although section 131 was inspired by a broad and generous desire to 
relieve from the economic burden of double taxation,’ its application has 
been restricted by various narrowing amendments and interpretations so 
that often credit is not obtained for more than a limited portion of the 
foreign taxes, especially where the rate of such foreign taxes approaches 
our own domestic rate. Some business firms have the general impression 
that virtually every kind of foreign taxes except property taxes may be 
used as a credit against the United States tax. However, the provisions 
of section 131, even as amended in 1942, are by no means this liberal. 
While there is some conflict among the various rulings and decisions, the 
Commissioner and the courts have usually applied, for purposes of section 
131, a concept of income taxes which has a fairly close relationship in 
substance to the United States income tax.** The provisions of section 
131(h), extending the benefit of the credit to taxes imposed “in lieu of” 
income, war profits and excess profits taxes otherwise generally imposed 
by any foreign country or United States possession, were added by 
section 158(f) of the Revenue Act of 1942. This amendment was in- 
tended to cover situations where the foreign country taxes its domestic 
corporations by means of an income tax based substantially upon net 
income, but owing to the difficulty of collecting income with reference 
to foreign corporations doing business in that country, imposes on such 





personal holding company provisions of the Code, but a deduction for foreign taxes 
under § 23(c) is allowed for the purpose of such taxes, even if a credit therefor has been 
taken in computing the regular corporate income tax. The option to take such foreign 
taxes as a deduction or credit may under the present law be exercised or changed at any 
time within the statutory period for filing a refund claim; I.R.C. §13l(a). The use of 
a deduction might be more advantageous if the company had a taxable profit in one for- 
eign country and losses in others, or if a cash basis taxpayer receiving no income during 
the current year from a particular foreign source pays an additional foreign tax assess- 
ment for a prior year; see U.S. v. Rogers, 122 F. 2d 485 (C.C.A. 9th 1941). 

10See H.R. Rep. No. 767, 65th Cong., 2d Sess. 11 (1918); 1939-1 Cum. Butt. 
(Part 2) 93. 

11 Santa Eulalia Mining Co., 2 T.C. 241 (1943), petition for review dismissed, 142 F. 
2d 450 (C.C.A. 9th 1944); Seatrain Lines, Inc., 46 B.T.A. 1076 (1942), petition for 
review dismissed, C.C.A. 5th Nov. 16, 1942; Keasbey & Mattison Co. v. Rothensies, 133 
F. 2d 894 (C.C.A. 3d 1943), cert. denied, 320 U.S. 739 (1943) ; Helvering v. Campbell, 
139 F. 2d 865 (C.C.A. 4th 1944) ; New York and Honduras Rosario Mining Co., 8 T.C. 
No. 145 (1947). 
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corporations a gross income or gross receipts tax in lieu of a net income 
tax.” . 
Generally speaking, relief under section 131 is granted only where the 
claimant is, under the foreign statute, directly liable to the tax assessment. 
Under the unfortunate decision in Biddle v. Commissioner,"* bearing the 
burden of foreign tax is not in itself sufficient. In other words, the taxes 
referred to in section 131 are construed as meaning those legally imposed 
upon the taxpayer who is seeking the benefits of the section, except of 
course in the case of a domestic corporation which is the parent of a 
foreign subsidiary and is, therefore, specifically covered by subsection (f), 
hereinafter discussed. Thus, for example, under the British income tax 
law, the normal tax on income is paid by the British corporation, which 
in paying dividends to its stockholders deducts the amount of tax “ap- 
propriate” to the dividend paid. The British stockholder then receives 
credit for the amount of this deduction against his own income tax. In 
the Biddle case the Supreme Court held that since the British corporation 
was initially liable for the tax, with statutory power to recoup the burden 
of such taxes out of dividends disbursements, an American stockholder 
was not entitled to the benefits of section 131 with reference to the amount 
of British tax withheld from his dividends.** Economically the burden of 


12 See Sen. Rep. No. 1631, 77th Cong., 2d Sess. 131 (1942); Reg. 111, Sec. 29.131-2. 
This amendment would probably cover such taxes, for example, as those imposed in 
Canada upon net premiums received by insurance companies (cf. I.T. 3138, 1937-2 Cum. 
But. 230) and possibly such as those involved in the Keasbey & Mattison Co. case 
(supra note 11), levied on mining companies and computed according to the value of the 
output, with no deduction for overhead expenses. On the other hand, even the more elas- 
tic present provision would not cover such imposts as the capital levies under the French 
National Solidarity Tax, exactions in the nature of our social security taxes upon em- 
ployers, or certain taxes on the export of capital (cf. I.T. 3040, 1937-1 Cum. Butt. 109). 
For further information as to the various types of foreign taxes allowable for credit pur- 
poses, see Tax Committee of the National Foreign Trade Council, supra note 2, at 23-30; 
Mertens, Law oF FepERAL INCOME TAXATION §§ 33.05, 33.06 (1947 Supp.) ; Ford, Prac- 
tical Aspects of Taxation in Latin America, 18 .Taxes 539, 621, 685 (1940). 

18 302 U.S. 573 (1938). 

14In the case of British patent royalties, a British licensee is forbidden to deduct such 
royalties in computing its own income tax, but in remitting the royalties is authorized to 
deduct an amount representing British taxes thereon. In such a situation it was held, 
following the Biddle case, that the American licensor was not technically the payor of 
the tax. Trico Products Corp., 46 B.T.A. 346 (1942), aff'd on other issues, 137 F. 2d 
424 (C.C.A. 2d 1943), cert. denied, 320 U.S. 799 (1943). Since the profits of the British 
company were wholly subject to tax, the American payee of the royalties was regarded 
as not legally the taxpayer, even though the tax was in fact deducted at the source. The 
same result applies even more clearly where the license agreement provides that the 
royalty is to be net to the licensor, over and above all British taxes. The O. K. Tool Co., 
Inc., 4 T.C. 539 (1945). See also, Irving Air Chute Co., Inc. vy. Comm’r, 143 F. 2d 256 
(C.C.A. 2d 1944), cert. denied, 323 U.S. 773 (1944); International Standard Electric 
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the British tax was passed on to the payee and in substance paid by him. 
The Biddle case stressed that United States statutes have their own 
standard for determining who pays a foreign tax, but the actual result of 
the case was to subordinate our credit provisions to the accidental verbiage 
of the foreign statute. The effect of this decision in so far as credit for 
British taxes upon dividends is concerned has been changed by the tax 
treaty with Great Britain, effective January 1, 1945,** but the principle of 
the Biddle case is still applicable in the case of various other foreign taxes.*® 

Section 131(b) imposes two further limitations on the amount of credit 
to be allowed. Firstly, under the “per country” limitation introduced in 
the 1932 Act, the amount of the credit must not exceed the same propor- 
tion of the United States tax against which the credit is taken which the 


Corp., 1 T.C. 1153 (1943), aff'd and modified, 144 F. 2d 487 (C.C.A. 2d 1944), cert. 
denied, 323 U.S. 803 (1945). 

The situation as to copyright royalties is apparently different since there the British 
tax is deducted and paid over by the British company as agent of the American taxpayer 
company which would, therefore, receive a credit under § 131. Crawford Music Corp., 
40 B.T.A. 284 (1939). Also, the British system distinguishes between interest or patent 
royalty payments made by a British debtor out of current taxable profits and such amounts 
paid from other funds. In the former case the British debtor legally bears the full tax 
burden although it is allowed to withhold, out of the payment, tax at the rate in force 
for the year of such payment; the Biddle rule would, therefore, be applicable. In the 
latter case, where the payment is from sources other than from profits charged with 
British tax, the British company merely acts as tax collecting agent as under our § 143, 
since in this situation it would be impossible to levy the tax upon the debtor. Therefore, 
the United States recipient could, in the latter situation, claim a § 131 credit. See Berg- 
mann, /nternational Double Taxation, 22 Taxes 362 (1944). These curious distinctions 
defeat the basic legislative intent of § 131 and are not put at rest by the British tax con- 
vention, if the United States recipient of the royalties.or interest happens to be engaged 
in trade or business within the United Kingdom. See Convention for the Prevention of 
Double Taxation of Income between the United States and the United Kingdom (here- 
inafter referred to as “British Treaty”), Art. VIII. 

15 See British Treaty (Art. XIII). An American recipient of dividends from a British 
corporation is now deemed to have paid the British tax “appropriate to such dividend” 
if the shareholder elects to include in his gross income for purposes of United States 
tax the amount of the British tax as well as the net amount actually received. The treaty 
does not specifically prescribe the credit’ computation as to dividends paid by a British 
company to an American corporate parent. Such an American corporate parent receiv- 
ing dividends from a British subsidiary apparently has the option of reporting only the 
net amount of the dividend and claiming a credit under §131(f), or of reporting the 
gross dividend and claiming credit for the appropriate British tax under §131(a). The 
Technical Memorandum of the Treasury Department concerning the British Treaty 
assumes that the parent company still has the privilege of claiming a § 131(f) credit 
without including the British tax in its gross income; Sen. Exec. Rep. No. 4, 79th Cong., 
2d Sess. 12, 18 (1946). However, since the British standard tax rate is higher than the 
United States corporate rate, any possible difference in result under these two methods 
is academic in view of the limitations of §131(b). 

16 The general method of taxing corporate dividends in Australia, for example, is said 
to be similar to the British method, and in the absence of a treaty the mischief of the 
Biddle case might therefore apply, although this is not clear. See Bergmann, supra 
note 14, at 364. 
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taxpayer’s net income from sources within the foreign country bears to 
its entire net income for the same year.*’ Secondly, under the “over-all” 
limitation previously added by the 1921 Act, the amount of the credit 
cannot exceed the same proportion of the tax against which the credit is 
taken which the taxpayer’s net income from sources without the United 
States bears to its entire net income for the same taxable year.** The 
purpose of these provisions is, generally speaking, to insure against any 
reduction in United States tax on United States income. The regulations 
give various examples illustrating the application of these subdivisions.” 

In recognition of the frequent practical necessity of forming a foreign 
subsidiary to conduct the trading operations, section 131(f) allows a 
domestic corporation which owns a majority of the stock of a foreign 
corporation from which it receives dividends in any taxable year, to claim 
a credit (subject to the general limitations under subsection (b) already 
discussed ) *° for the proportion of any income or excess profits taxes paid 


17 This limitation often gives rise to an unexpected and inequitable restriction of the 
credit, as where a domestic corporation maintains a foreign branch through which goods 
are purchased or manufactured in one foreign country and sold elsewhere, since the result- 
ing profits might, under our tax concepts, be deemed to arise at the place of sale, but 
at the same time might, under foreign laws, be deemed to accrue and be taxed in the 
first foreign country. See Burk Bros., 20 B.T.A. 657 (1930). 

18 This limitation operates only where the American taxpayer suffers a loss in connec- 
tion with one or more foreign countries. It has been held that losses on foreign stock 
investments are considered to be from sources without the United States for the pur- 
pose of this particular limitation on the foreign tax credit; see Ferro-Enamel Corp. v. 
Comm’r, 134 F. 2d 564 (C.C.A. 6th 1943). Thus, substantial war loss deductions often 
operated to eliminate altogether any foreign tax credit for the year of such losses. In 
addition to this unfortunate result, the foreign tax credit thus eliminated would not be 
restored in the year during which such war losses were recovered; see Reg. 111, Sec. 
29.127(f)(1). This difficulty is likely to be cured by amendments to the war loss 
provisions. 

If an American company’s subsidiary in country X has a loss, and another subsidiary 
‘in country Y has a taxable profit, the limitation of §131(b)(2) can often be avoided 
simply by postponing any dividend from country Y until a subsequent year. See James, 
The Taxation of Business Income from Foreign Sources, 13 U. Cut. L. Rev. 229, 237 
(1946). This degree of control constitutes an incidental advantage of subsidiaries over 
mere branches for the conduct of the foreign operations. 

19 Reg. 111, Sec. 29.131-8. In some peculiar situations, however, there seems room for 
the unintended and unwarranted result that United States tax on United States income 
may actually be reduced because of the foreign tax credit. For example, a Western Hemi- 
sphere Trade Corporation is eligible to join in the filing of a consolidated income tax 
return under §141 of the Internal Revenue Code, and in such a situation it still remains 
exempt from United States corporate surtax. Under the consolidated returns regulations 
(Reg. 104, Sec. 23.43(b) ), the credit of the affiliated group under § 131 is to be computed 
and allowed as if the group were a single taxpayer. If the foreign profits of the Western 
Hemisphere Corporation are taxed abroad at a rate in excess of 24%, this provision leaves 
room for the possibility that the foreign taxes in excess of 24% paid by the Western 
Hemisphere Corporation would be allowable as an offset against the United States taxes 
payable by the affiliated group as a whole. 

20In determining the net income from sources outside the Unjted States, § 131(b) 
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or deemed to be paid by the foreign corporation to any foreign country or 
United States possession upon the accumulated profits of the foreign 
corporation from which such dividends were paid which the amount of 
such dividends bears to the amount of such accumulated profits. By the 
1942 Act a similar privilege was extended with reference to a foreign 
subsidiary of a foreign subsidiary, if the first foreign corporation owns 
all the voting stock except qualifying shares of the second foreign 
corporation.** 

The term “accumulated profits” is defined in subsection (f) as meaning 
profits after imposition of the income, war profits or excess profits taxes 
involved. The Commissioner is given power to determine from the ac- 
cumulated profits of what years the dividends were paid by the foreign 
subsidiary, treating dividends paid in the first sixty days of any year as 
having been paid from profits of the preceding year, unless shown other- 
wise, and in other respects treating dividends as having been paid from 
the most recently accumulated profits. The application of this provision 
by the Commissioner has given rise to some litigation.2* The formula 


often requires a prorating of the domestic company’s overhead expenses not specifically 
allocable to United States income. See International Standard Electric Corp., supra 
note 14; South Porto Rico Sugar Co., 2 T.C. 738 (1943). 

21 Reg. 111, Sec. 29.131-7. Questions have recently arisen as to the applicability of this 
provision where the foreign subsidiary, as permitted by the foreign tax law (for ex- 
ample, in the case of the former British excess profits tax) discharges tax liabilities of 
ts own subsidiaries. 

22 See, e.g., Coca Cola Co. v. U.S., 55 F. Supp. 616 (Ct. Cl. 1944); General Foods 
Corp., 4 T.C. 209 (1944). Conundrums may arise where the foreign subsidiary, for 
reasons peculiar to foreign tax laws, earmarks a dividend distribution as emanating from 
the accumulated profits of a prior year. For example, under Australian law, a “private” 
company accumulating income for more than six months after the close of the taxable 
year is subject to a “secondary tax” substantially equal to the tax which the shareholders 
would have paid if the profits had actually been distributed on the last day of the year 
of income. RATCLIFFE & McGratu, THE LAw or INcomE Tax 709-710 (1938). A sub- 
stantial tax advantage may arise from such accumulation for the reason that in comput- 
ing the income subject to the secondary tax, a deduction is allowed for ordinary taxes 
paid during the year of income. Under further provisions of the Australian law a credit 
is allowed to the shareholders receiving distributions wholly out of income which has 
been subjected to this secondary tax. The private company is permitted to transfer such 
income into a separate account and earmark a subsequent dividend as emanating there- 
from. The question would then arise whether any credit under § 131 on account of the 
secondary Australian tax would be allowed to an American parent corporation receiving 
such a delayed dividend distribution, which in the eyes of the Australian authorities would 
be paid out of an earlier year’s profits, but which under the language of our § 131(f) (1) 
would be presumed to arise from the current profits of the Australian company. There 
are no cases or published rulings dealing with the relationship of such a quirk in the 
foreign tax laws to a possible United States credit. It would seem that the credit could 
not be equitably denied in this particular situation since, in any event, every dollar of 
Australian profits would be inescapably subject either to the secondary tax (if not cur- 
rently distributed)’ or to the equivalent Australian withholding tax which would be 
imposed at the same rate against the stockholder if the profits were currently distributed. 
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followed by the Commissioner in determining the credit allowable under 
section 131(f) is substantially as follows: 
Dividends received 

Profits of foreign subsidiary before taxes 

=taxes deemed to have been paid on profits distributed as dividends. 

This formula has been upheld by the Supreme Court, although it means 

that a full credit for the total taxes paid by the subsidiary is never 
possible.” 

There appears to be no good reason why an American company owning 
somewhat less than a majority of the stock of a foreign corporation 
should not receive at least a proportionate credit for such foreign taxes, 
or why an individual owning the stock of a foreign corporation should not 
be given the same privilege as that now bestowed upon a domestic cor- 
poration by section 131(f). However, the fact that no such privilege is 
granted to individual stockholders is of considerable importance in weigh- 
ing the relative advantages of having the shares of a foreign company 
owned by a parent United States corporation as against ownership directly 
by the individual stockholders of the American corporation. 

The credit under section 131 may be taken in the year of payment or 
when the tax accrues, irrespective of the method of accounting employed 
by the taxpayer. However, if the taxpayer elects to take the credit in the 
year of accrual, the election must be followed for all subsequent years.** 
The regulations further provide that where, owing to exchange or other 
restrictions, gross income. from the foreign country is not includible in 
gross income of the taxpayer for a particular year, the credit for income 
taxes imposed by such country with reference to such gross income may 
be taken proportionately in the subsequent years during which such in- 
come or a portion thereof becomes properly includible in gross income.” 

In computing the amount of the foreign tax in terms of United States 
dollars, the rate of exchange on the date of payment is to be used by a 
taxpayer on the cash basis, whereas taxpayers on the accrual basis who 
elect to take the credit on that basis are to use the rate of exchange in 


x foreign taxes accrued or paid 





23 American Chicle Co. v. U.S., 316 U.S. 450 (1942). In effect, the parent company 
loses any benefit of the foreign tax upon the income of the foreign subsidiary actually used 
to pay such tax. 

247.R.C. §131(d). Provision is made for adjustment if the accrual basis is used and 
if the tax as eventually determined varies from the amount accrued. I.R.C. §131(c); 
see also H. H. Robertson Company, 8 T.C. No. 160 (1947), involving an adjustment of 
British excess profits taxes. For an interesting discussion of the validity of the Bureau's 
practice of collecting interest on additional tax payments resulting from such adjustments 
of the foreign tax credit, see Grant, Interest Assessments on Foreign Tax Credit Adjust- 
ments, 24 Taxes 470 (1946). 

25 Reg. 111, Sec. 29.131-6. 
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effect on the last day of the taxable year.** On the other hand, taxpayers 
entitled to the benefits of subsection (f) of section 131 should calculate 
the amount of the credit allowed under that subsection by applying to 
the payments the rate of exchange as of the date upon which the dividend 
was declared by the foreign subsidiary, and not the rate prevailing at the 
time such taxes were paid.” 

An incidental point to be borne in mind with reference to foreign opera- 
tions is that many foreign countries do not allow any credit for taxes 
paid to other countries. For example, Great Britain for a long time gave 
a limited credit with reference only to taxes paid to the Dominions. In 
many other parts of the world double taxation arouses even less revulsion, 
especially in countries where domestic enterprises rarely engage in ex- 
tensive foreign activities. This means that if an American company is 
contemplating carrying on foreign business in more than one country, it 
should probably either use an American company or else organize a 
separate foreign company for each country in which business is to be 
carried on. 

B. Treaties. Another important factor which must be closely studied, 
wherever applicable, is the effect of the various and multiplying tax treaties 
which the United States has concluded with various countries for the 
prevention of double taxation on income. At present there are conven- 
tions in force between the United States and France, Sweden, Canada, 
and The United Kingdom. Similar conventions are being negotiated with 
the Union of South Africa, Belgium, Luxembourg, The Netherlands, 
the Philippines, Denmark, New Zealand and Mexico. 

The existing conventions reveal certain common general features. Their 
essential core is the provision that commercial profits realized by an 
American enterprise in a foreign country, as upon the sale of merchandise, 
are exempt from tax within the foreign treaty country unless the Ameri- 
can recipient has a permanent establishment within that country. In 
several instances certain other types of income, such as patent royalties, 
are entirely exempt from foreign tax upon the same condition. The 
foreign country usually agrees to adopt a system of credit for United 
States tax against its own taxes for the benefit of its residents. In turn, 
our country agrees to allow credit for foreign taxes subject to the limi- 
tations and conditions contained in section 131 of the Code. 

Set forth below is a table summarizing the effect of the existing con- 
ventions upon certain types of income realized abroad by American 


taxpayers. 


26 7.T. 1645, II-1 Cum. Butv. 141 (1923). 
27 The Bon Ami Co., 39 B.T.A. 825 (1939). 
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As stated above, the foreign country, pursuant to these treaties, exempts 
commercial profits realized therein by American taxpayers subject to the 
condition that no “permanent establishment” is present in that foreign 
country.** The term “permanent establishment,” although imported from 
numerous conventions prepared under the auspices of the League of 
Nations, hardly advances the clarity of tax terminology, especially when 
superimposed upon, and sometimes used interchangeably with, our more 
familiar “engaged in trade or business” test. It would certainly include 
the head management office of an undertaking, but it goes considerably 
farther and would also include branches, factories, buying and selling 
offices,” and other commercial premises in the nature of permanent offices. 
However, to avoid difficult problems of allocation and also to foster local 
commission activities, it is provided that business dealings within a 
foreign country through a bona fide agent of independent status, such as 
a broker or commission agent, are not to mean that the undertaking has a 
permanent establishment unless the agent has general authority to negotiate 
contracts or has a stock of merchandise from which it fulfills orders. The 
presence of a wholly-owned subsidiary is not sufficient.*° 

C. Section 45. As distinguished from section 131 and the tax treaties, 
designed to lessen the tax burdens of foreign enterprises, we may look 
briefly at the other side of the ledger. One worrisome entry on the debit 
side is section 45 of the Internal Revenue Code, giving the Commissioner 
power to allocate the income and deductions of businesses controlled by 
the same interests wherever he determines that, because of artificial ar- 
rangements, such allocation is necessary in order to prevent evasion of 
taxes or clearly to reflect the income of the business. The present section 
has been phrased in substantially the present language since 1928 except 
for a slight amendment by the 1943 Act, which made “credits or allow- 
ances” subject to possible allocation in addition to gross income and 
deductions. The section is generally intended to close the door on capri- 


28 If there is such a permanent establishment in the foreign country, the profits attribu- 
table to such establishment are subject to foreign tax. Thus, if goods are manufactured 
here and sold through a permanent establishment in the foreign country, the standard 
used in attributing profits to the torcign establishment would be the independent factory 
selling price customarily charged by the American manufacturer, plus transportation 
costs; cf. Reg. 111, Sec. 29.119-12. The treaties typically contain a provision simiiar 
to our § 45 to insure a proper allocation. See Canadian Treaty (Art. III-1, 2; Art. IV); 
French Treaty (Art. 5); Swedish Treaty (Art. III); British Treaty (Art. IV). 

29 Mere purchasing activities, however, do not fall within the definition. Canadian 
Treaty (Protocol, 3(f)); French Treaty (Art. 3); Swedish Treaty (Art. II); British 
Treaty (Art. III(4)). 

80 See Alexander, The Income Tax Convention with the United Kingdom, 2 Tax L. 
Rev. 295, 300-303 (1947) ; Ke Chin Wang, International Double Taxation of Income: 
Relief Through International Agreement, 1921-1945, 59 Harv. L. Rev. 73, 77 (1945). 
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cious juggling of sales prices or other intercorporate charges which would 
distort the tax consequences. 

Unlike the almost mathematical formulae of section 131 and the more 
or less definite provisions of the various treaties, section 45 is a very 
amorphous enemy with which to wrestle. Its general implications are an 
old story discussed at length in various illuminating articles,** but in the 
field of foreign corporations it assumes particular significance. The arti- 
ficial shifting of income to foreign subsidiaries for tax-free accumulation 
abroad would usually be more apt to defeat our revenues than a similar 
shifting of income between related domestic companies. Also, foreign 
corporations are outside the scope of the consolidated return provisions,** 
which means that intercompany transactions with such entities must be 
reflected for United States tax purposes. Furthermore, the particular 
foreign country involved often itself has a tax provision similar to 
section 45, applying to the profits of the foreign subsidiary, so that the 
taxpayer group often finds itself between two fires. An additional dilemma 
is often presented by foreign currency restrictions, which may prevent the 
foreign subsidiary from exporting to the American parent company the 
funds necessary to pay what our Commissioner would regard as the mini- 
mum reasonable charge for intercorporate transfers. Therefore, par- 
ticularly as to foreign companies, section 45 has a much greater im- 
portance than would be suggested by the paucity of decided cases. For 
present purposes we can consider the application of this section most 
profitably in connection with the specific types of intercorporate charges 
subsequently discussed.** 

D. Section 129. A further but less formidable stumbling block in the 
path of newly-formed foreign trade corporations is section 129, added 
by the 1943 Act, providing briefly that if any person (which term of 
course includes corporations) acquires control of a corporation on or 
after October 8, 1940, and if the principal purpose of such acquisition is 
the avoiding of federal income or excess profits taxes by securing the 
benefit of any allowances which would have the effect of diminishing tax 
liability, the Commissioner may apportion the gross income, or allocate 
or deny the deductions, credits or allowances in such a way as will pre- 
clude such avoidance of tax. This section was enacted chiefly to prevent 
certain types of tax avoidance transactions with reference to excess profits 


81 See, e.g., Holzman, Arm’s Length Transactions and Section 45, 25 Taxes 389 (1947) ; 
Cleary, Relationships Between Closely Associated Companies, Proceepincs or N.Y.U. 
Firth ANNUAL INSTITUTE ON FEDERAL TAXATION 349 (1947). 

82 Except as to certain types of Mexican and Canadian corporations; I.R.C. 
§§ 141(e) (3) and (g). 

88 See Part IV, Intercompany Transactions, infra. 
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taxes, but is clearly applicable to cases involving avoidance of income 
taxes as well.** 

The organization of a new corporation would clearly come within the 
definition of acquiring control. Even a drastic change after October 8, 
1940 in the charter powers of a pre-existing subsidiary might conceivably 
cause it to be treated as a newly-acquired company for this purpose. How- 
ever, the Commissioner has specifically ruled that the formation of a 
Western Hemisphere Trade Corporation does not fall within the prohibi- 
tion of this section, since the very purpose of section 109 was to encourage 
the formation of such entities and place them on a parity with competing 
foreign corporations.** Presumably the same immunity would extend to 
the formation of China Trade Act corporations or companies falling 
within section 251 of the Internal Revenue Code. 

Therefore, there seems no particular reason to fear section 129 with 
reference to any subsidiary formed to carry on foreign trade even though 
such subsidiary is carved out of an existing business and even though tax 
benefits incidentally do result. For example, the income of such a newly- 
formed subsidiary during its early stages of operation might fall below 
$50,000 and therefore be taxed at lower income tax rates under section 14. 
Also, a newly-formed foreign subsidiary might over a period of years 
accumulate its entire profits outside the United States, free from United 
States tax liability, without incurring any danger under section 129: Such 
foreign accumulations would, it is true, operate to avoid federal income 
tax but literally the avoidance would not result from any of the particular 
means forbidden by this section. It would be a rare situation in which the 
foreign subsidiary could be attacked as having been formed principally 
for tax purposes. The natural unwillingness of the domestic parent to 
subject its entire financial resources to the turbulent conditions in foreign 
countries, and the desire to gain the various practical advantages of a local 
corporation under foreign law, would normally be sufficient to preclude 
any finding that its organization was caused principally by an impure 
motive. 


II. PosstnLtE ForMs OF ORGANIZATION 


After a decision has been made that the economic ** and possibly also 
the political factors involved justify an extension of the particular business 


84 See generally Rudick, Acquisitions to Avoid Income or Excess Profits Tax, 58 Harv. 
L. Rev. 196 (1945). 

85 [.T. 3757, 1945 Cum. Butt. 200. 

86 See GUIDES FOR THE NEW AND PROSPECTIVE ForREIGN TRADER, Department of Com- 
merce Economic Series No. 44 (1945) ; Committee for Economic Development, HAnp- 
BOOK FOR INTERNATIONAL TRADE (1946). The Department of Commerce is frequently 
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into the foreign country, the first question which arises is the legal form 
under which the foreign operations are to be conducted. 

A. Branch Offices as Compared with Foreign Corporation. Generally 
as a matter of business policy, the foreign operations can be conducted 
more effectively through the medium of a local corporation.’ The use of 
a branch office subjects the American enterprise to the legal jurisdiction 
of the foreign country and to unlimited liability in connection with the 
foreign operations, to a much greater extent than the use of a separate 
subsidiary. Also, in the case of a branch office the foreign country might 
conceivably compel an examination of the books of the whole enterprise, 
revealing its entire world-wide operations and, for purposes of increasing 
its taxes, might claim that such books should be adjusted so as to allocate 
additional income to the foreign operations more readily than if a separate 
corporate entity were involved. However, so long as the foreign opera- 
tions result in a loss, there is obviously a considerable advantage from the 
viewpoint of United States taxes in using a branch office rather than a 
separate entity, since the foreign losses would then be available directly 
as an offset against the taxable United States earnings.** If a separate 
corporate entity is created, that company’s losses cannot be offset against 
the parent company’s income, although the net operating loss of a domestic 
subsidiary might of course be carried forward as a deduction under 
sections 23(s) and 122. 

As soon as the foreign operations show a profit, different considerations 
apply. If the foreign tax rate is higher than the American tax rate, the 
total foreign and American taxes would normally be the same whether 
the foreign business were operated as a branch or as a subsidiary, assum- 
ing that if the foreign business were a subsidiary it would pay out in 
dividends all its foreign profits less foreign taxes. However, if the United 
States tax rate is higher than the foreign rate, the total taxes would be 
greater in the case of a branch office than in the case of a subsidiary, since 
in the former case the American company would have to include in its 


very helpful in connection with the penetration of American enterprises into foreign 


fields. 

87 The formation of a foreign corporation, especially one with substantial capital and 
a large staff of personnel, very often produces a more favorable psychological attitude 
on the part of government officials abroad. Such a foreign company can also negotiate 
and execute contracts, powers of attorney, and other legal instruments, bring suit in the 
foreign jurisdiction without furnishing bond, and in general protect the legal aspects of 
its business without all the irritations of translation costs, consular attestation of docu- 
ments, and many other practical inconveniences that arise in the case of an American 
company which is merely registered to do business in the foreign country. 

38 The use of a branch office of course eliminates the small expenses of incorporation 
and also minimizes the injection of foreign law into the relationship of the stockholders 
to the American enterprise. 








38 TAX LAW REVIEW [Vel_3: 


income for United States tax purposes the total net income of the branch 
before foreign taxes, rather than merely reporting the dividends received 
as in the case of a subsidiary. 

If operations are conducted through a branch, the foreign earnings 
would be reflected automatically in the American company’s gross income 
and included in the amount subject to United States taxes as well as to 
possible surtax under section 102, dealing with unreasonable accumula- 
tions of surplus. On the other hand, if a separate subsidiary is used, 
there would be greater discretion and flexibility in transferring profits 
to the American parent. The foreign earnings could be distributed and 
thereby subjected to United States tax with a proportionate credit under 
section 131, or could be accumulated in the foreign country with little 
risk so far as section 102 is concerned.*® Therefore, as soon as foreign 
operations are conducted at a profit, a separate entity is generally more 
desirable taxwise, especially if the foreign tax rate is lower than the 
American tax rate.*° 

Other possibilities suggest themselves.** The foreign activities might 
be conducted through a branch of a pre-existing foreign subsidiary rather 
than a branch of the American parent company itself. A company, for 
example, which is considering operations in Australia and which already 
has a Briitsh subsidiary, might deem it desirable from a business angle, 
because of the flow of currency, labor and materials, to utilize a branch 
office of the British subsidiary. From a tax viewpoint, such an arrange- 





89 Of course, in considering the possible liability of the parent company under § 102, the 
earnings of foreign subsidiaries, if shown on a consoljdated balance sheet, might be given 
consideration. A foreign subsidiary is not itself subject to any liability under § 102, if it 
derives no income from sources within the United States. However, the constant fear 
of exchange deterioration or currency blockage is in many cases a more effective induce- 
ment to the distribution of dividends by foreign subsidiaries than is § 102 with reference 
to domestic corporations. 

40 Regardless of this possible difference in tax rates, the use of a branch office is, in 
some countries, subject to unfavorable treatment under particular provisions of foreign 
tax law. For example, in France the use of a branch office has an acute disadvantage in 
that 75% of the earnings of such a French branch are subject to an additional 30% tax. 
An American company having a branch office in France would pay first, the general tax 
of 24% on taxable net income representing commercial profits originating in France, and 
would also pay the 30% tax on } of the profits of the French establishment, since it is 
arbitrarily assumed that this portion of the profits would be distributed to the American 
company, while the remaining } would be used in amortizing capital or replacing inven- 
tory. French Treaty (Art. 15). On the other hand, if a French subsidiary is used, the 
30% tax is applicable only in the event and to the extent that it actually distributes 
dividends. 

41 In many foreign countries a nonresident corporation may carry on business by means 
of an “agency,” as distinguished from a branch, without subjecting itself to any tax in 
the foreign country. However, in this connection “agency” usually implies an individual 
or firm comparable to an independent broker. 
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ment would normally not be desirable, since if would render’ the profits 
liable to double or triple taxation upon their ultimate transfer to the 
United States. This is, of course, to some extent an over-simplification 
because of possible tax credits which might be allowed as between the 
two foreign countries involved. Thus, in the example given, Australia 
and Great Britain now have a tax treaty which would allow the British 
company a certain credit against its British taxes for Australian taxes 
paid upon earnings derived from that country. In turn, a credit for British 
taxes would be allowed against dividends paid by the British subsidiary to 
the American parent. Despite such a series of credits, it would usually 
be found that using a branch office of the foreign subsidiary would in- 
crease, rather than diminish, the total tax burden; obviously this would 
be true in the example given, since the British income tax rate is higher 
than the United States rate. 

Another alternative is the formation of a subsidiary in a country im- 
posing no effective corporate income tax, and conducting the business in 
various foreign countries by means of branches of such a subsidiary. 
This procedure has an advantage in that the profits could be accumulated 
and reinvested free from United States tax. Also, the earnings of one 
branch could, when necessary, be used to finance the operations of another 
branch in a different country, whereas a loan by one foreign subsidiary 
to another foreign subsidiary of the same parent might, under some cir- 
cumstances, be treated by the Commissioner as in effect a taxable dividend 
to the parent and a loan by the parent to the other subsidiary. The dis- 
advantage of this alternative is similar, however, to one of the principal 
objections to having the American company conduct its operations abroad 
by means of branches, namely the frequently intolerable powers of visita- 
tion given to officials of the foreign countries involved. 

A further possibility which has some adherents is the interposition, be- 
tween the parent corporation and its foreign operating subsidiaries, of a 
holding company incorporated under the laws of a country having no 
corporate income tax. This, like the preceding alternative, allows the 
accumulation outside the United States of a fund from the earnings of 
the foreign subsidiaries which can be used for the financing of distressed 
subsidiaries as well as for expansion into further foreign fields. Also, 
from the point of view of exporting funds out of the various foreign 
countries pursuant to contracts or arrangements made between the Ameri- 
can organization and the foreign subsidiaries, the opportunity for avoid- 
ing manifestation of ownership by the parent by the interposition of such 
a differently-named holding company offers some attractions. 

Wherever a separate corporation is formed to conduct the foreign 
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operations, care should be taken to insure that the subsidiary is not treated 
as a mere instrumentality in such a way that its separate entity might be 
disregarded and its income taxed to the parent. The parent company 
should leave as much discretion to the foreign subsidiary as possible in 
ordinary day-to-day operations ; interlocking directorates should be avoided 
as much as possible, and the foreign company should have its own board 
which can meet in the foreign country and which should do so with normal 
frequency ; any management or service fees charged by the parent com- 
pany should be reasonable in amount ; the parent company should not have 
any right to draw upon the subsidiary’s credit balances maintained in this 
country; and in general, the usual formalities as to corporate minutes, 
contracts, transfers of property and other matters should be handled much 
the same as though the dealings were between independent companies.** 

Another obvious question which arises is the amount of funds to be 
placed in the foreign corporation, which is primarily a business problem 
but may have tax repercussions. If a complete loss on the foreign opera- 
tions is possible, then advances rather than stock contributions may make 
it possible to claim a bad debt deduction, since the restriction as to non- 
business bad debts does not apply to corporations.** Also, it may be easier 
to export foreign currency by way of interest or loan repayments than 
by way of dividends. On the other hand, considerations as to the credit 
position of the foreign company, the possible impact of foreign excess 
profits taxes allowing a certain rate of return on invested capital, and the 
possibility of a public issue of stock in the foreign country, might favor a 
larger capital investment. 

B. Domestic Subsidiary Corporation. There are certain situations in 
which the formation of a domestic rather than a foreign subsidiary to 
transact business abroad may commend itself to the American parent cor- 
poration. One’s first reaction to such a subsidiary would, of course, be 
somewhat hostile because of its complete subjection to United States in- 
come tax. However, this burden is mitigated to some extent by the fact 
that such corporations are normally entitled under section 131 to a credit 





42 Cf. National Carbide Corporation, 8 T.C. No. 69 (1947). 

438 The tax officials might, it is true, contend that the advances were actually a capital 
contribution if the issued stock falls far short of the subsidiary’s initial working require- 
ments. Some realistic indication of the appropriate ratio of stock capital to debt is given 
by the requirements of commercial banks in extending credit. 

True, it is provided in §§ 23(g) (4) and 23(k)(5) of the Internal Revenue Code that 
securities, whether by way of capital contributions or indebtedness, issued by a corpora- 
tion “affiliated” with a domestic company as therein defined, are not to be deemed capi- 
tal assets, thereby making a complete loss from worthlessness deductible in full, if cer- 
tain further conditions are met. However, in the case of.a foreign subsidiary, it is not 
always possible to meet the conditions as to degree of stock ownership under these sec- 
tions, because of foreign law requirements that a proportion of the stock be owned by 


nationals of the foreign country. 
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for foreign taxes paid; moreover, dividends paid to the parent corpora- 
tion by certain such subsidiaries, unlike dividends from foreign corpora- 
tions, would be subject to the 85 per cent credit granted by section 26(b), 
and hence would be taxed to the parent only at an effective rate of 5.7 per 
cent (38 per cent of 15 per cent). In addition to the tax benefits con- 
ferred on particular types of domestic corporations engaged in foreign 
trade, hereinafter set forth, there may be business or political considera- 
tions which may make it desirable to have an American corporation 
transacting business in a particular country. 

The types of domestic corporations receiving favored tax treatment 
because of their foreign trade activities are Western Hemisphere Trade 
Corporations covered in Section 109 of the Code, corporations deriving 
80 per cent of their income from United States possessions covered by 
section 251, and China Trade Act companies covered by sections 261, 262 
and 263. 

1. Western Hemisphere Trade Corporations. As to a company engaged 
in marketing goods in this hemisphere, the exemption from surtax “* 
offered to corporate business conducted through a Western Hemisphere 
Trade Corporation is an inviting prospect. There are many questions to 
be considered, however, in determining whether it is feasible to set up a 
new subsidiary which will meet the literal requirements of section 109. 
In many cases this may require considerable changes in the technical 
manner of doing business. 

The major requirements of section 109 are four-fold: (a) the com- 
pany must be a domestic corporation; (b) all of its business must be done 
in countries in “North, Central, or South America, or in the West Indies, 
or in Newfoundland”; (c) 95 per cent or more of its gross income for 
the three-year period immediately preceding the close of the taxable year 
(or for such part of said period as the company was in existence) must 
be derived from sources outside the United States; and (d) at least 
90 per cent of its gross income for such period or such part thereof must 
be derived from the active conduct of a trade or business. 

441.R.C. §15(b). Such companies are entitled to the foreign tax credit, unlike com- 
panies falling within § 251 or the China Trade Act provisions. Of course, a domestic 
company operating in a foreign jurisdiction would often find that its foreign profits are also 
subjected to tax by the country in which the goods are marketed. Therefore, as the for- 
eign tax rate approaches 33%, a Western Hemisphere company doing business in such a 
foreign country so as to be subject to foreign taxation would lose its advantage as com- 
pared with a foreign corporation and would in fact have a serious disadvantage in so far 
as § 102 is concerned. For this reason a Western Hemisphere company is a less desirable 
vehicle for conducting operations in Canada, and under some circumstances in Cuba or 
Mexico, than in various other Latin American countries. However, there is still the 
conceivable possibility that the company might have its main sales office in a low tax-rate 
country, such as Panama, without exposing itself to additional foreign taxes in the country 
of actual destination of the goods. 
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The application of section 109 almost invariably requires the formation 
of a new corporation. There is usually little difficulty with reference to 
the quantum of gross income which is derived from the active conduct of 
a trade or business under requirement (d).*° The more disquieting re- 
quirements are those numbered (b) and (c) above, namely that all of 
the company’s business must be,done in the specified areas and that 95 
per cent of its gross income must be derived from sources other than 
sources within the United States. 

With reference to requirement (c), income derived from the sale of 
goods is treated as derived from the country in which the goods are sold.** 
However, in determining the place where the sale of goods occurs, the 
Bureau of Internal Revenue and various court decisions have cast their 
beams of light in somewhat opposite directions. The courts in numerous 
cases not relating directly to Western Hemisphere corporations have held 
consistently that the sale occurs where the title to the goods passes.*” On 
the other hand, the Bureau has told us at different times that other 
factors, such as the place of final confirmation of the sales contract, are 
controlling in determining the place of sale.** 

It seems a minimum essential that title to the goods must pass in the 
foreign country if there is to be any assurance of meeting this particular 
qualification. If in addition the negotiations are conducted in the foreign 
country, as where there is an offer by the domestic corporation which 
becomes binding on acceptance by the buyer in the foreign country, it 
seems clear beyond peradventure that the requirement is met. If on the 
other hand the title passed abroad but the sales resulted from offers ac- 
cepted within the United States, as by cable advice to the foreign agent 
who communicated such acceptance to the buyer, it is not certain what the 
result would be. Therefore the corporation should arrange matters in 
such a way, if possible, that the offers are always accepted in the foreign 
country. The place of payment is irrelevant. Of course,-if the goods are 


45 Cf. note 51 infra. 

46 Reg. 111, Sec. 29.119-8. Where the goods are manufactured, rather than purchased, 
here and sold abroad, or vice versa, the income is deemed to be earned partly in each 
place; Reg. 111, Sec. 29.119-12. In either event, the place where the goods are “sold” 
is of vital importance. 

47 See, e.g., Comm’r v. East Coast Oil Co., S.A., 85 F. 2d 322 (C.C.A. 5th 1936), cert. 
denied, 299 U.S. 608 (1936) ; Exolon Co., 45 B.T.A. 844 (1941); Ronrico Corporation, 
44 B.T.A. 1130 (1941), petition for review dismissed, C.C.A. 5th Jan. 23, 1942. 

48 E.g., G.C.M. 8594, IX-2 Cum. Butt. 354 (1930), which relied upon Compania Gen- 
eral de Tabacos de Filipinas v. Collector, 279 U.S. 306 (1929). In a later ruling, G.C.M. 
13475, XIII-2 Cum. But. 224 (1934), the Commissioner, in determining the place of 
sale, somewhat inconsistently stressed the place where the negotiations were carried on 
and the delivery of the goods was made. 
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manufactured or procured outside the United States, the foregoing prob- 
lem may not present itself. 

Further questions arise as to the proper interpretation of requirement 
(b) in situations where the corporation purchases or manufactures goods 
within the Western Hemisphere but ships them for sale to countries out- 
side the orbit specified in section 109. It is clear, both from the Regula- 
tions and from the Senate Finance Committee Report on the 1942 Revenue 
Act, that where goods are shipped outside the Western Hemisphere the 
mere retention of title to goods pending acceptance of the bill of lading 
and draft, in order to insure collection of the purchase price, will not be 
considered as carrying on business outside the Western Hemisphere.® It 
would also appear from the Senate Committee Report that “merely inci- 
dental economic contact” with countries outside the Western Hemisphere 
will not jeopardize the status of a company as a Western Hemisphere 
Trade Corporation. However, meticulous care should be exercised in 
handling contracts and dealing with brokers outside the Western Hemi- 
sphere; the maintenance of a sales agency, or the appointment of an ex- 
clusive agent or broker, in such an outside country would probably be 
sufficient to preclude qualification undér section 109. 

A domestic company engaged in manufacturing within the United 
States would find great difficulty in qualifying as a Western Hemisphere 
Trade Corporation, since normally more than 5 per cent of its gross in- 
come would be allocable to such manufacturing activity within this 
country. However, if the manufacturing were carried on outside the 
boundaries of the United States but within the Western Hemisphere, the 
exemption might be applicable even though the goods are consigned to 
the United States, so long as the contracts were executed abroad and title 
to the goods passed in the foreign country. 

The Achilles’ heel of section 109, as explained above, is that in de- 
termining the source of profit it incorporates section 119, which is, of 
course, weighted heavily in favor of the finding that the profit arose in 
this country rather than elsewhere. Therefore, to qualify with any cer- 
tainty under the exemption, Western Hemisphere ‘companies often find 
themselves at an economic disadvantage with the ordinary export concern 
since they must root themselves more firmly in the foreign country, at 
least to the extent of maintaining sales agencies, many of their records, 
and possibly warehouse facilities, in that country. This result at the 
same time exposes such a company to greater foreign regulation, and 
should be rectified in the statute °° by a clarification of the source of 
income from foreign consignments. 


49 Reg. 111, Sec. 29.109-1; Sen. Rep. No. 1631, 77th Cong., 2d Sess. 111 (1942). 
50 See Thomson, Ullman and Goldin, Let’s Be Practical About Western Hemisphere 
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2. Citizens and Domestic Corporations Conducting Business in United 
States Possessions. In addition to the various political and tariff ad- 
vantages to foreign trade in United States possessions, there are certain 
tax inducements to such commerce under section 251 of the Code, upon 
which the more recent section 109 was patterned. Under section 251, 
United States citizens or domestic corporations engaged in the active 
conduct of a trade or business ™* within a possession of the United States © 
are entitled to special treatment if 50 per cent or more of their gross income 
was derived from the active conduct of such trade or business during the 
three-year period ending before the close of the taxable year (or such 
part thereof as to which the taxpayer received income from within such 
possession) “* and if they also derived 80 per cent or more of their gross 
income for the same period from any source within such possession. In 
general, such corporations or citizens are taxable upon income from 
United States sources and also upon income received within the United 
States whether or not such amounts are actually derived from sources 
within this country. 

The exemption literally contemplates that 80 per cent or more of the 
company’s gross income must be derived from sources within “a posses- 
sion” of the United States, which distinguishes section 251 from section 
109, in that the latter does not require the business to be restricted to 
any one particular country. Therefore, it would appear that a corporation 
might not be able to bring itself literally within the terms of section 251 if, 
for example, half of its gross income were derived from Puerto Rico 
and half from the Canal Zone. 

Section 251(b) provides that a corporation entitled to the benefits of 
section 251 shall include in gross income all amounts received by it within 
the United States whether or not derived from sources within the United 
States. Apparently if income is received outside the United States by 
such a corporation and later in the same year is credited to a bank account 
maintained in the United States, the exemption from tax would still 


Trade Corporations, 23 Taxes 1120 (1945); Tepper and Lotterman, The Federal Tax 
Inducements to Western Hemisphere Trade, 31 Corn. L. Q. 205 (1945). 

51 The words “active conduct of a trade or business” probably require at least the 
maintenance of a sales agency or office within the possession. The statutory phrase does 
not cover a domestic holding company which merely owns the stock of a corporation 
carrying on business within such a possession; I.T. 2318, V-2 Cum. Buti. 76 (1926) ; 
Haussermann v. Burnet, 63 F. 2d 124 (App. D.C. 1933), cert. denied, 289 U.S. 729 (1933). 

52 This term is defined in the Regulations as including Puerto Rico, the Panama 
Canal Zone, Guam, Samoa, Wake and the Midway Islands; Reg. 111, Sec. 29.251-4. 
The Philippines, of course, ceased to be a possession on July 4, 1946. The Virgin Islands 
are specifically excluded by §251(d), while Alaska and Hawaii are territories rather 
than possessions. 

58 The language of § 251(a) (1) is less exacting on this point than that of § 109. 
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apply. On the other hand, should a corporation receive in the United 
States payment of the sales price of real estate located in a possession, the 
income would be “received within the United States” and includible in 
gross income.** 

This treatment differs from that afforded to a British corporation under 
the British income Tax Law, where, if the operations are managed and 
controlled in a foreign possession or country, the income from such oper- 
ations is exempt from British tax as long as it remains abroad, but is 
taxable once it is remitted to England. The British treatment is ques- 
tionable enough as a matter of tax policy, but the distinctions based on the 
place of payment under section 251 are far more pointless, especially if 
a transfer of the funds to this country almost immediately after their 
receipt abroad does not require their inclusion in gross income. 

Companies within the scope of section 251 receive no credit for foreign 
taxes.” However, a domestic parent company owning such a corporation 
would be entitled to a credit under section 131(f) with reference to tax 
paid by such a subsidiary,* but would not be allowed a dividends-received 
credit under section 26. The deductions allowed to such corporations or 
individuals are limited to those allowed a nonresident alien or foreign 
corporation engaged in trade or business within the United States and 
are conditioned upon the filing of a return.” 

There is no readily discernible tax advantage to a corporation within 
the scope of section 251 as compared with any foreign corporation. A 
section 251 corporation might be subject to section 102 liability to a 
greater extent than a foreign corporation, since its gross income includes 
all amounts received within the United States, whether or not derived 
from sources within this country. Neither a section 251 corporation nor a 
foreign corporation (with minor exceptions) can join in filing a con- 
solidated return.*° A Western Hemisphere Trade Corporation does enjoy 
this privilege but, on the other hand, such a corporation is subject to 
section 102 liability on its entire undistributed income. 

A possible question might arise in a rare situation as to whether sections 
251 and 109 can be linked together in a tandem arrangement where a 
domestic company receives more than 95 per cent of its gross income from 
within Puerto Rico or the Canal Zone. The suggestion has been advanced 


54].T. 3348, 1940-1 Cum. Butt. 93. 


55 Reg. 111, Sec. 29.251-2. 

56U. K. Income Tax Act of 1918, as amended, Rule 2, Case V, Schedule D; see 
Konstam, THE Law or INCOME Tax 481 (1946). 

57 L.R.C. §251(h). 

58 Jd. §131(g). 

59 Td. §§ 251(e), (g). 

60 Jd. $141 (e). 








46 TAX LAW REVIEW [Vol. 3: 


that such a company would be entitled to the benefits of both sections and 
thereby might claim exemption from surtax upon income from the United 
States. Such a duplication of benefits would, of course, apply to only 
5 per cent of the company’s income at most, and in any event it would 
appear that these sections were intended to be mutually exclusive rather 
than cumulative. 

In the case of a corporation entitled to the benefits of section 251, a 
possible danger arises in the event that any substantial income is derived 
from investments in the United States. It might be possible for such a 
corporation to be taxable as a personal holding company if at least 50 
per cent in value of its stock is owned directly, indirectly, or constructively 
by not more than five individuals, even though more than 80 per cent of 
its gross income were derived from the active conduct of a trade or busi- 
ness within the possession.* This is a paradoxical result in view of the fact 
that section 251 corporations were intended to be benefited rather than 
penalized. However, the personal holding company provisions, taken 
literally, rest their application upon the nature of the company’s gross in- 
come, and in the case of a section 251 corporation it is clear that gross 
income includes only income derived from or received within the United 
States, rather than gross income from all sources. The possibility of this 
unintended penalty should be eliminated by express statutory language. 

3. China Trade Act Corporations. The abolition of extraterritoriality 
in China, subjecting all foreign companies doing business in China to the 
corporate laws of that country, has beclouded the status of China Trade 
Act Corporations.** The China Trade Act itself ** will-no doubt be re- 
vised or suspended because of these changes, although the growing urgency 
of a stabilized Far Eastern economy makes the continued minimizing of 
double taxation in that area a worthy objective. At present China Trade 





61 See Silverson, supra note 4 at 654-655. A Bureau ruling does recognize that Puerto 
Rico is a “country” within the language of § 109, but without specifically considering the 
possibility mentioned in the text; I.T. 3748, 1945 Cum. Butt. 152. 

It may incidentally be mentioned that Puerto Rico has recently granted a tax exemp- 
tion for seven years to new industrial operations established therein after July 1, 1947. 
N. Y. Times, July 6, 1947, §3, p. 1. 

82 Cf. Porto Rico Coal Co. v. Comm’r, 126 F. 2d 212 (C.C.A. 2d 1942), involving a 
foreign corporation which was trapped by the personal holding company definition where 
it had received dividends and interest from United States sources although it suffered an 
over-all loss as a result of foreign operations. See Rudick, Personal Holding Companies 
Owned by Nonresident Aliens, 1 Tax L. Rev. 218 (1945). 

63 The confusion has been compounded by some doubt which has been expressed as to 
whether China Trade Act corporations can legally qualify for operations in China if 
they do not actually carry on business in the place of their incorporation. See James, 
supra note 18, at 240. Available information does not indicate that this barrier is now 
serious. 

84 42 Stat. 849 (1922), 15 U.S.C.A. §§ 141-162. 
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Act corporations, which must be organized in the District of Columbia 
with the consent of the Secretary of Commerce, and whose purpose is 
restricted to the doing of business within China, are subject to the taxes 
imposed generally by section 13 or 14 and also to the surtax imposed by 
section 15. The items of gross income and deductions are the same as in 
the case of other domestic companies. However, under section 262 such 
companies are allowed, as a special credit against net income, an amount 
equal to the proportion of net income derived from sources within China * 
which the par value of the shares owned © by residents of the United 
States *’ (including possessions) or China, or citizens of these countries 
wherever resident, bears to the par value of all the outstanding shares. The 
resulting diminution of tax cannot exceed the amount of the “special divi- 
dend” under section 262(b), which is the amount certified to the Com- 
missioner of Internal Revenue by the Secretary of Commerce as having 
been paid to shareholders who were residents of China or the United 
States (including possessions), or were citizens of either country. General 
dividends paid without certification by the Secretary of Commerce enjoy 
no similar treatment even tho’igh distributed proportionately to qualified 
shareholders.® 

In other words, if all the slareholders fall within the class specified in 
section 262(a), and all the company’s income is derived from China, the 
company is completely immune from income tax if it distributes as a 
special dividend the amount which would otherwise be due as tax. In 
addition, individual shareholders, if residents of China, are exempt from 
tax, since section 116(f) exempts from gross income any amounts re- 
ceived by individual residents of China as dividends from a China Trade 
Act corporation.” The reason for these arresting benefits was a desire to 
place American companies in this field on a parity with China corporations 
of other countries, such as Great Britain and France, which enjoyed simi- 
lar exemptions. It was also felt that our revenues would indirectly benefit 
from the fact that American companies organized to carry on business in 
China would probably purchase essentially all their raw commodities in the 
United States. 


65In referring to income “from sources within China,” the statute expressly incor- 
porates the rules as to allocation of income specified under § 119. 

86 Beneficial ownership rather than record ownership is controlling; I.R.C. § 262(c). 

87 This term covers American companies owning such stock. The original incorpora- 
tors, however, must be individuals, a majority of whom are United States citizens. 

68 See China United Lamp Company, 38 B.T.A. 111 (1938). 

69 A surtax under § 102 might ‘still conceivably be imposed, however. 

70 This exemption does not apply to individual residents of the United States or to 
corporate shareholders, which are subject to tax on dividends from a China Trade Act 
corporation without any dividends-received credit under § 26(b). 
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A China Trade Act corporation is not entitled to any credit for foreign 
income, excess profits or war profits taxes," but an American parent of 
such a corporation is entitled to the benefit of section 131(f) with refer- 
ence to such taxes paid by its subsidiary.” However, the practicability of 
such corporations is considerably lessened by the fact that under the 
China Trade Act a majority of the directors, the president, and the 
treasurer of the corporation must be citizens of the United States residing 
in China." Few if any such corporations have been formed in recent 
years, even since the close of hostilities. They would be of possible utility 
chiefly where the interested parties are individuals rather than corpora- 
tions, particularly where the individuals are residents of China or where 
the anticipated Chinese profits would be relatively small. Large American 
companies interested in Chinese sales might find a foreign corporation, 
such as a Hong Kong company, more expedient from a strictly tax 
viewpoint. 


III. Stock OwneErRSHIP 


If the stock of the American parent corporation is owned by relatively 
few individuals, the qitestion arises whether it would be more advantage- 
ous from a tax viewpoint to have the stock of the corporation engaged in 
the foreign operations owned directly by the American individuals rather 
than indirectly through ownership by the American corporation. This 
problem should be considered with great care at the outset of the foreign 
operations since, once the foreign shares have appreciated, any transfer 
of the stock raises difficult questions of valuation and possible dividend 
repercussions. In the overwhelming majority of cases, it will be found 
after considering the various factors involved that ownership by the 
American corporation is more desirable. 

It is true that ownership by the parent corporation would mean that 
distributions by the subsidiary would be includible in the taxable income 


71 L.R.C. § 263. For a description of the taxes payable in China by such a corporation, 
see Ke Chin Wang, The Problem of Double Taxation for American Business Enter- 
prises in China and a Draft Convention for its Solution, 24 Cartr. L. Rev. 146, 153-159 
(1946). 

72 TRC. §131(g). 

78 See Berdon, Memorandum on China Trade Act Corporations, 24 Taxes 251 (1946). 
Also, such corporations find themselves enmeshed in the restrictions of a quasi-public 
entity, with their records open to inspection and with the Secretary of Commerce hav- 
ing rather arbitrary discretion over the .certification of “special dividends” and other 
matters. 

7 Hong Kong companies would, of course, be subject to the currency restrictions of 
the sterling area. The only tax advantage of a China Trade Act subsidiary over a for- 
eign subsidiary, so far as a corporate parent stockholder is concerned, would arise in 
connection with possible liquidation. See I.R.C. §§ 112(b) (6), 112(i). 
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of the parent corporation and therefore become subject to the 38 per cent 
corporate tax."* However, this result is offset at least in part by the 
provisions of section 131(f) of the Internal Revenue Code, already dis- 
cussed at some length, which allows a tax credit to a parent corporation 
with reference to taxes paid abroad by a foreign subsidiary. On the 
other hand, such a credit is not granted to an individual stockholder of a 
foreign corporation. 

Furthermore, in the case of individual ownership there would in most 
countries be an inheritance tax on the shares of the foreign subsidiary in 
the event of the death of the United States stockholder and, in the absence 
of some special estate tax treaty or convention (as under the British, 
Canadian, and the yet unratified French estate-tax conventions), no credit 
would be allowed for this tax against the United States federal estate tax. 
The idea at once occurs of trying to insulate United States shareholders 
against this undesirable consequence by the interposition of a domestic 
holding company, but this would usually involve the many disadvantages 
of a personal holding company under section 500 of the Code. 

Also, in the event of the liquidation of the foreign corporation, the 
individual shareholders would be taxed at the applicable capital gains rates, 
while there is a possibility under section 112(b)(6) that such a liquida- 
tion into a United States parent corporation could be effected free from 
tax."° However, the event of liquidation might favor corporate or indi- 
vidual ownership depending on the surrounding circumstances. If the 
proceeds of liquidation of such a subsidiary are needed for use by the 
parent corporation, the advantages of corporate ownership are consider- 
able, while if the proceeds are to be used by the individual shareholders, 
there is an advantage in having them own the stock of the foreign 
corporation directly. 

If the foreign subsidiaries will need to draw on the United States cor- 
poration for advances or for further capital, ownership of their stock by 
the parent corporation will in most instances improve the latter’s position 
in so far as section 102 is concerned. On the other hand, if it is contem- 
plated that the foreign subsidiary will earn substantial profits, the position 
of the parent corporation under section 102 may be worsened by such 
ownership. If the stock of the foreign corporation is owned directly by 
the stockholders of the American corporation, there is of course no section 
102 problem, assuming it derives no income from United States sources. 


75 Except in the case of domestic subsidiaries where, because of the dividends-received 
credit, distributions would usually (except as to China Trade Act or § 251 corporations) 
be subject to an effective rate of only 5.7%. 

76 This assumes that the liquidation is not part of a scheme having as one of its prin- 
cipal purposes the avoidance of federal income taxes; I.R.C. § 112(i). 
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If the foreign corporation is to engage in dealings with the United 
States corporation, both initially as for the acquisition of trademarks and 
other property rights, and subsequently with respect to loans and pay- 
ments for materials or services, and if the stock of the new corporation is 
to be owned by the stockholders of the American corporation, care must 
be taken that the transactions are set up on an arm’s-length basis. Other- 
wise there is a nebulous but very real danger of a constructive dividend 
to the individuals as shareholders of one or the other of the corporations.” 

There are occasional situations where the rate of foreign tax on the 
foreign corporation is comparatively low, and where the foreign inheri- 
tance taxes on shares held by United States citizens are low or non- 
existent. In such a case it may possibly be advantageous to have the 
shares of the foreign corporation owned directly by the stockholders of 
the American corporation. In such a situation, the low foreign corporate 
taxes make the loss of the credit under section 131(f) relatively unim- 
portant, and the loss of such a credit is offset by the fact that the American 
individuals would be able to take a credit, against their own United States 
tax, for any foreign tax withheld upon dividends distributed directly to 
them. This means, for example, that if the American shareholders owning 
the stock of such a foreign company are in the maximum surtax bracket 
of approximately 85 per cent, they would retain net cash after all taxes of 
$15 out of every $100 distributed by the foreign corporation, whereas if 
such dividends were routed through the American corporation and then 
distributed as a dividend to the latter’s stockholders, the net cash left in 
the hands of such stockholders after all taxes would be approximately 
$9.30 out of every original $100. On the other hand, even in this unusual 
situation, reasons of business policy and possible complications arising 
upon the death of the individual stockholders would often countervail in 
favor of corporate ownership. 


IV. INTERCOMPANY TRANSACTIONS 


In addition to the normal intercompany sales of goods or intercorporate 
dividends, there are various other ways of withdrawing money or funds 
from the foreign subsidiary, such as interest on loans, royalties, technical 
and service fees, and commissions. Such forms of payments must be 
considered not only in view of the foreign exchange control laws of the 
countries involved but also in the light of the following questions : 


a. Are they deductible by the foreign subsidiary for its own tax purposes? 
b. Are they taxable in the foreign country to the parent (United States) 
company ? 


7 Cf. V. U. Young, 5 T.C. 1251 (1945). 
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c. Bearing in mind both (a) and (b), as well as the difference between 
the foreign tax rate and the United States income tax rate, and the effect 
of the tax credit provided by section 131 of the Code, are they advantageous 
as compared with dividends? and 

d. Are the proposed payments, because of either the form of the transaction 
or the amounts involved, such that (i) they will be subject to attack by the 
United States authorities under section 45, or that (ii) they will be subject to 
attack by the tax authorities of the foreign country involved under a pro- 
vision of the foreign tax law corresponding to our section 45? ** 


Generally speaking, if there is no foreign income tax, the medium of 
withdrawal makes little difference from a United States tax viewpoint. 
On the other hand, the various alternative forms of payment other than 
dividends may be advantageous from a strictly dollars-and-cents tax 
viewpoint only where (a) the foreign corporate tax rate is higher than 
the United States corporate tax rate; (b) the payments are deductible by 
the foreign subsidiary for purposes of the foreign income tax; and (c) 
the payments are free from foreign tax as against the parent, or are tax- 
able to it at a rate lower than the domestic corporate rate. However, even 
though these conditions are not met, such alternative forms of payment 
may be dictated by foreign exchange control or other business factors. 

A. Sales of Goods. Where a domestic parent manufactures and sells 
goods to a foreign marketing subsidiary, perplexing questions as to the 
fixing of a reasonable price often arise. If the Commissioner finds that 
the price charged is lower than the parent would charge in an arm’s-length 
transaction with an independent purchaser, he may under section 45 adjust 
the price and allocate additional profit to the American parent. If there are 
open market quotations, little difficulty is presented. However, if there 
are no Sales to independent purchasers showing at what figure the parent 
would normally sell to an outside organization, as for example if the 
sales involve copyrighted, patented or trademarked material not sold to 
others, complications arise, particularly because such purchase price is 
frequently subject to the scrutiny of foreign tax officials as well as our own. 

The desirability of tapping a new foreign market would, of course, 
justify a lower initial price than would be charged an outside purchaser 
and may even justify some sales ‘to the subsidiary at a loss. This may*be 
especially true where the products or material sold are in the nature of a 
by-product which causes little additional overhead expense, and which 
may serve as an indirect form of advertising. However, this situation is 
somewhat rare; and continued sales at a loss with the thought of accumu- 


lating profits abroad would defy the law of self-preservation and would 


78 Such payments may be also subject to attack by foreign authorities on the ground 
that they constitute an attempt to siphon off profits in evasion of a local dividend tax 
or of local exchange control regulations. 
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justify our taxing authorities in imposing an allocation of further income 
to the parent seller. Basically, the parent company should at least receive 
reimbursement for its costs of production, including a proportion of 
overhead, plus a profit, although such profit need not be as high as would 
be shown on domestic sales or on sales to independent purchasers involving 
greater risks as to credit and other factors. Furthermore, at least after the 
initial period, the prices should be consistent as among various foreign 
subsidiaries and consistent from year to year unless there are legitimate 
business reasons for some variations.” 

B. Interest. The payment of interest, of course, presupposes the ex- 
istence of an obligation upon which interest can be paid and a definite 
obligation to pay such interest. The setting up of an indebtedness offers 
the parent corporation the possibility of a bad debt deduction if the venture 
into the foreign field proves unsuccessful.*° Moreover, such interest, if 
reasonable in amount, will usually be deductible from the income of the 
foreign subsidiary for its income tax purposes. The interest rate should 
not be set so low that there will be any danger of an allocation under 
section 45 or of a holding by the United States tax authorities that there 
has been a contribution to capital. 

The existence of indebtedness in some instances may have the effect of 
impairing the usefulness of the foreign subsidiary from a credit stand- 
point and sometimes will involve disadvantages under foreign invested- 
capital excess profits tax laws. Also, in many instances interest paid by a 
subsidiary located in a foreign country to a United States company is 
subject to income or excise taxes in the foreign country as against the 
recipient, and, to the extent that the foreign tax rate exceeds the United 
States tax rate, the payment of interest may then be disadvantageous. 
Under the provisions of the convention with the United Kingdom with 
respect to taxes on income, interest paid from sources within the United 
Kingdom to a resident of the United States who is subject to United 
States tax on such interest and not engaged in trade or business in the 
United Kingdom, is exempt from British tax, but there is a specific ex- 
ception in the case of interest paid by a British corporation to a United 
States corporation which controls directly or indirectly more than 50 


7 See generally Asiatic Petroleum Company, Ltd. v. Comm’r, 79 F. 2d 234 (C.C.A. 2d 
1935), cert. denied, 296 U.S. 645 (1935) ; Seminole Flavor Company, 4 T.C. 1215 (1945). 

80 Unless the facts bring the situation within §23(k)(5) of the Code, it is essential to 
such a deduction that the indebtedness should not be evidenced by instruments constitut- 
ing “securities” within the meaning of §23(k)(3). See note 43 supra. It is inadvisable, 
moreover, to have the obligation consist merely of an open account indebtedness, as such 
indebtedness may be held to constitute a contribution by the parent to the capital of the 
subsidiary. 
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per cent of the entire voting power in the British corporation.” If the 
exception is to be strictly construed, it would not cover a situation where 
a United States subsidiary of a United States corporation makes the loan 
to the British subsidiary of the parent, and in such a situation interest 
received by the United States subsidiary would apparently be exempt from 
British income tax. 

Finally, it should be pointed out that with respect to money withdrawn 
from a foreign subsidiary as payment of interest or indebtedness to a 
United States parent, the parent would lose the benefit of the tax credit 
provided for in section 131(f) of the Code, although an alternative credit 
under section 131(a) might be allowed if the interest payments were 
taxed as against the parent corporation by the foreign country. If, how- 
ever, the foreign tax rate is higher than the United States tax rate and the 
interest is not taxable to the parent in the foreign country, the use of the 
interest device to siphon off funds from a foreign subsidiary would seem 
to be advantageous. 

C. Royalties. Under the usual meaning of the term, royalties include 
payments for the privilege of using trademarks, copyrights or patent rights 
and secret processes. Rentals with respect to the operation of mines, 
quarries or other extractions of natural resources, and also rentals with 
respect to motion picture films are also sometimes considered as royalties. 
The considerations involved with reference to setting up royalty pay- 
ments from a foreign subsidiary to a United States parent are largely 
similar to those concerning interest. However, under the provisions of 
the income tax conventions with the United Kingdom, Sweden and 
France,*’ royalties derived by a United States parent corporation not 
engaged in business in any one of these countries from a subsidiary in 
such country are expressly exempted from foreign tax. Such an exemp- 
tion offers a considerable inducement to the payment of substantial royal- 
ties. Under the convention with the United Kingdom, motion picture 
film rentals are within the definition of royalties,“* while, on the other 
hand, royalties from mining, quarrying and other extractions of natural 
resources are lumped together with rentals from real property and given 
limited exemption from tax.** In the case of countries where such royal- 


81 British Treaty (Art. VII). 

82 French Treaty (Art. VII) ; Swedish Treaty (Art. VI) ; British Treaty (Art. VIII). 
The Canadian Treaty, however, does not contain any corresponding provision. 

88 British Treaty (Art. VIII(3)). The recently imposed ad valorem duty upon films 
imported into the United Kingdom is substantially, if not technically, a violation, of this 
provision of the British Treaty, which exempts such royalties from United Kingdom 
income tax or “any other taxes of a substantially similar character,” and will no doubt 
be revised as a result of further negotiations. 

84 Jd. (Art. IX). 
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ties are exempt from tax it is important, in order not to jeopardize this 
exemption, to insure that the “royalty” does not in fact include a payment 
for some other service or material supplied by the parent to the sub- 
sidiary.*° This can be done within limits by expressly segregating and 
specifying certain amounts to be charged as royalties and different amounts 
to be charged for services or other materials which may be supplied. 
The problems posed by section 45 of the Code and likewise the converse 
problems under similar statutes in the foreign countries involved, and 
also under the foreign exchange control laws of these countries, are more 
serious in the case of royalties than in the case of interest. Interest rates 
are comparatively easy to ascertain in any part of the world. Royalty 
rates are by their very nature inherently incapable of such ascertainment, 
since they depend to a large extent upon the value or estimated value of 
the rights for which they constitute a payment. In order to avoid the 
dangers of section 45, such royalties should be fixed at the rate at which 
the parent company could sell the same rights to independent organiza- 
tions. This is simple to state but difficult to apply, since often the parent 
company simply would not consider selling the same rights to an inde- 
pendent company. These matters are subject to considerable latitude in 
determination, and it is possible for the Commissioner of Internal Revenue 
to claim that the royalties are not high enough and to allocate more income 
to the United States parent corporation, while foreign authorities may 
determine that the same royalties are excessive, deny the foreign subsidiary 
a tax deduction with reference to their payment, and also jeopardize the 
possibility of exporting the funds involved from the foreign country. 
Where the royalties are paid directly to‘the parent corporation instead 
of to an affiliate, they are also subject to additional scrutiny of the foreign 
authorities as to whether they in fact constitute dividends paid by the 
subsidiary. While a royalty based on a percentage of profits of the sub- 
sidiary would seem to have a better chance of escaping attack under sec- 
tion 45, it might very well be more open to attack by the authorities of the 
foreign country as a dividend. For this reason a royalty computed upon a 
unitary basis would seem to be preferable. In order to minimize the danger 
of conflicting rulings between the Commissioner of Internal Revenue and 
foreign tax and exchange control authorities as to the reasonableness and 
nature of royalty payments, some companies have found it advisable to 
adopt royalty rates with their foreign subsidiaries which are uniform, 
either throughout the world or within certain large areas. For example, 
one rate might be adopted for Latin America and another rate for 
European countries. Some companies have even gone so far as to prepare 


85 Cf. Hugh Smith, Inc., 8 T.C. No. 74 (1947). 
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a standard printed form of royalty agreement which is used with all 
foreign subsidiaries. Such arrangements make it possible to argue force- 
fully, both with the Commissioner of Internal Revenue and with the 
foreign exchange control and taxing authorities, that the rate as to any 
particular country is reasonable because it is the same rate charged against 
all other foreign subsidiaries, and is therefore not an attempt to take an 
undue amount of funds from the country involved, nor, on the other 
hand, to understate the income of the parent company for United States 
tax purposes. 

D. Technical and Service Fees and Commissions. The considerations 
involved with respect to these items are substantially similar to those with 
respect to the preceding items, and the same possible advantages may be 
secured by uniform rates and standard forms of agreement. It often 
happens that the parent company incurs salary and other overhead expenses 
in connection with the rendition of technical advice to the foreign 
subsidiary. If the parent makes no appropriate charge for such services, 
the Commissioner may deny any deduction in whole or part to the parent 
on the ground that the expenses were actually incurred on behalf of the 
subsidiary.*® On the other hand, if the service charge is excessive, the tax 
deduction by the subsidiary for such fees may be questioned.*’ Fees and 
commissions for services performed by a United States parent company 
outside the country in which the subsidiary is organized would ordinarily 
seem to be exempt from the imposition of tax by such country in ac- 
cordance with generally recognized principles of tax law.** This would 
appear to be in accordance with the spirit of the tax conventions between 
the United States and various countries.*® Conversely, fees for services 
performed within the foreign country by a United States parent company 
would ordinarily be subject to tax by such country. 

Where a United States parent company is withdrawing funds from a 
foreign subsidiary both by means of dividends and also by means of 
royalties upon patents, trademarks or copyrights, difficulty is sometimes 
encountered in effecting further withdrawing from these countries of 
amounts paid for technical and service fees and commissions, and estab- 
lishing such amounts as a basis for a tax deduction by the foreign sub- 
sidiary. A possible means of overcoming ‘these difficulties is to have such 


86 Cf. Glenmore Distilleries Co., Inc., 47 B.T.A. 213 (1942). 

87 The Atlantic Monthly Co., 5 T.C. 1025 (1945). 

88 Yardley & Company, Ltd., B.T.A. Memo Op., August 26, 1941, CCH Dec. 12,823 (Q). 
See also, Comm’r v. Piedras Negras Broadcasting Co., 127 F. 2d 260 (C.C.A. 5th 1942) ; 
Comm’r v. Hawaiian Philippine Company, 100 F. 2d 988 (C.C.A. 9th 1939), cert. denied, 
307 U.S. 635 (1939). 

89 French Treaty (Art. 9) ; Swedish Treaty (Art. XI); British Treaty (Arts. III(2), 
XI(2)). 
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fees paid to a United States or other subsidiary of the parent corporation. 
This, of course, means that if the fees were paid to an American sub- 
sidiary, an amount equal to 15 per cent of such fees would be subject to 
double taxation by the United States at the time such fees are declared as 
a dividend by the United States subsidiary to its parent. 





V. PossisLE LEGISLATIVE CHANGES 


The existing statutory provisions dealing with the taxation of income 
from foreign sources have their merits, separately considered; but they 
are a series of historical accidents, and when considered together they 
constitute at the present time an inconsistent and illogical hodge-podge. 
Along with the adoption of additional treaties, the whole treatment of this 
subject in our own Code should be revised with an eye to greater uni- 
formity as among different areas of foreign trade as well as between 
corporate and individual traders, and the results placed so far as possible 
in a separate sub-chapter. 

The extent to which Congress should go in granting general tax relief 
to income from foreign trade is, of course, dependent upon world economic 
conditions and United States fiscal policy. At the present moment it may 
be argued with some force that the United States is already subsidizing 
foreign trade to a sufficient extent by furnishing the foreign purchasers 
with dollar credits and other benefits, and that the American foreign trader 
should bear his fair share of the cost of this trade underwriting through 
taxes. However, the present situation will in all probability not be of 
substantial duration, and after having given the utmost in financial 
assistance to numerous foreign countries, the United States should not 
also make a present of the resulting foreign markets to its competitors. 
High American operating costs make a strong tax tonic especially neces- 
sary in this field if our foreign traders are not to be undersold. 

The most liberal approach which could be made is that contained in the 
first suggestion recently made by the Tax Committee of the National 
Foreign Trade Council,°° which would exempt from United States income 
taxes all income which is received by domestic corporations or resident 
individuals from sources outside this country and which is allocable to 
one or more “permanent establishments” abroad, including dividends and 
other income from a foreign corporation in which a substantial interest 
is owned by the United States taxpayer. This suggestion, stemming from 
somewhat similar provisions in the Netherlands, South African, and 
various other foreign tax laws, would place individuals and corporations 
on the same plane, regardless of whether or not predominantly foreign 


90 Supra note 12, at 18. 
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traders, and would eliminate any necessity for a credit provision such as 
section 131, except as applied to ordinary investment income. While this 
suggestion has considerable merit, it seems doubtful whether Congress 
would go this far in view of the need to keep revenues at a high level. 

Another and more limited possibility is extending the benefits of section 
251 to all domestic corporations and United States citizens deriving 80 
per cent or more of their gross income from sources without the United 
States and 50 per cent or more of their gross income from the active 
conduct of a trade or business outside the United States, by providing that 
gross income with reference to such taxpayers shall mean only gross 
income from sources within the United States.** It would seem ap- 
propriate to eliminate any provision corresponding to the’present irrational 
section 251(b), which provides that all amounts received by a section 251 
taxpayer within the United States are includible in gross income, ir- 
respective of the sources from which derived. Taxpayers entitled to the 
benefits of section 251 would, of course, receive no foreign-tax credit; 
however, dividends paid by a section 251 corporation would be taxable 
and should carry a right to such a credit, but would not carry any right to 
a dividends-received credit under section 26. 

Another possibility would be to extend the benefits of section 109 so as 
to exempt from surtax domestic corporations operating anywhere outside 
the United States, instead of arbitrarily limiting this exemption to those 
doing business outside the United States but within the Western Hemi- 
sphere.** This suggestion is perhaps the minimum liberalization which 
should be made. 

No matter which of the foregoing possibilities Congress may adopt, or 
even if it adopts none of them, a change which certainly should be made 
is the enactment of a clear definition as to the source of income arising 
from exported merchandise, eliminating the technicalities of title passage 
or place of contract consummation, and perhaps reconsidering the present 


91 Substantially the same idea was contained in the Revenue Bill of 1921, but the ulti- 
mate product was the narrower § 251; cf. the House, Senate and Conference Committee 
Reports in connection with the Revenue Act of 1921 (1939-1 Cum. Butt. (Part 2) 174, 
187, and 207). See also James, supra note 18, at 244-246, where a similar proposal is 
made; and compare I.R.C. §116(a), as well as §4(k) of the Dominion of Canada 
Income War Tax Act. 

The three-year requirement now imposed by § 251 seems unduly restrictive and should 
be modified. Also, any system of relief based upon § 251 should be amended to eliminate 
the danger that a corporation complying with its provisions and having substantial in- 
vestments in the United States might find itself in the predicament of a personal holding 
company. 

®2 Cf. Tax Committee of the National Foreign Council, supra note 12, at 18. It has 
now become paradoxical to favor trade in the Western Hemisphere over trade with 
ravaged European areas needing essential products far more desperately. 
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distinction between goods purchased or manufactured within the United 
States. As has been pointed out,** the present administrative interpretation 
of section 109, which requires in effect both the negotiation of the contract 
and passage of title to the goods outside the United States, nullifies to a 
large extent the intent of Congress and makes operating under that section 
extremely difficult. 

With reference to section 131 of the Code, it is suggested that sub- 
section (f), which now gives a credit against United States tax for foreign 
income, excess profits and war profits taxes paid by a foreign subsidiary of 
a United States corporation, be expanded to give corresponding credit to 
a stockholder, individual or corporate, owning at least 20 per cent of 
the capital stock of a foreign corporation. There is no reason why 
majority control should be an absolute requirement or why an individual 
taxpayer should be at a disadvantage vis-d-vis a corporate taxpayer in 
this respect. 

The limitations contained in section 131(b) are unnecessarily restrictive 
and it would be desirable to eliminate subparagraph (2) of this section, 
leaving merely the “per country” limitation.°* Also, generalizing Article 
XIII(1) of the British Treaty, section 131 should be liberalized to allow 
credit for any foreign income tax which is deducted, withheld, or in any 
way recouped out of such income by the foreign payor, whether or not 
technically imposed on the American recipient.” 

The present treatment of income from foreign sources is in many 
respects obscure, inconsistent, and economically unsound. In addition to 
the indicated expansion of the foreign-tax, credit, it is to be hoped that 
Congress will see fit to eliminate the present sections 109, 251, and 261 
from the Code and replace them by a separate sub-chapter which will at 
least fix a low tax-rate ceiling on foreign traders, whether corporate or 
individual, applying to the entire world market. 





93 See Part II (B) (1) supra. 

94 For inequities caused by subparagraph (2) of §131(b), see James, supra note 18, at 
236-237. 

95 Cf. note 14 supra. 
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Integration and Correlation— 
The Treasury Proposal 


JOSEPH S. PLATT 


en Treasury has at last made public the long awaited Joint Study on 
Federal Estate and Gift Taxes, prepared by an Advisory Committee 
composed of members of the tax bar* and by the Office of Tax Legis- 
lative Counsel in the Treasury Department. This document is consider- 
ably more than a “study” and it is not confined to estate and gift taxation. 
It is subtitled: “A Proposal for Integration and for Correlation with the 
Income Tax,” and it includes the draft of a proposed statute which is 
recommended to replace the substantive provisions of the existing estate 
and gift tax laws and the provisions of the income tax law covering the 
taxation of grantors of inter vivos trusts. The purpose of this article 
will be to highlight some of the more significant changes embodied in 
these recommendations.’ 

The Proposal is in two parts: (1) integration of the estate and gift 
taxes into a single transfer tax, and (2) correlation of the transfer tax 
with the income tax in respect to the incomplete gift concept which is 
stated in substantially identical terms for both taxes. 


INTEGRATION 


This is the most far-reaching part of the Proposal in that it affects all 
gifts, outright and in trust. The mechanics of integration are well under- 
stood. All prior gifts are cumulated to determine the applicable tax rates 
in the manner of the present gift tax, with the significant difference that 
cumulated inter vivos gifts are carried forward at death and affect the 
tax rates applicable at that time. A single rate structure would be adopted, 
applicable to all transfers, inter vivos and at death, and a single exemp- 
tion, only a part of which would be available during life. For “explanatory 
purposes” the Proposal assumes an overall exemption of $90,000 (the 


Josern S. Piatt is a member of Burr, Porter, Stanley & Treffinger, Columbus, Ohio; 
lecturer on Federal Taxation at Ohio State University Law School. 

1Mr. George K. Bowden of Chicago, Mr. Jesse R. Fillman of New York City, Mr. 
Lawrence E. Green of Boston, Dean Erwin N. Griswold of the Harvard Law School 
and Mr. Harry J. Rudick of New York City. 

2 Due to limitations of time and space no attempt has been made to orient the pro- 
posed changes with court decisions. 
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sum of the present gift and estate tax exemptions) of which $30,000 
could be applied against inter vivos transfers, and the balance plus any 
unused part of the $30,000 would be deducted at death. Under the in- 
tegrated system, as.the report explains, “the total transfer tax burden 
would be approximately the same whether or not the transfers were made 
during life or were concentrated at death.” 

Strong arguments can and will be advanced against integration. Sub- 
stantial gifts to outsiders and collateral relatives in flush times will result 
in hoisting the retained estate into the higher brackets and may leave the 
widow and children destitute. A partial answer is the substantial exemp- 
tion available only at death which will provide some protection in this 
situation. The plan may operate unfairly in connection with limited 
period assets whose values decline with the passage of time, royalty con- 
tracts and life estates for example. No special provision is made for such 
transfers; presumably the tax would be based upon value at the time of 
the gift and this value would be carried forward to death in the cumulated 
total, notwithstanding that the asset would not have figured in the trans- 
feror’s estate if he had retained it. 

It will be argued that lifetime transfers are socially desirable and 
should be encouraged, that the integrated transfer tax will discourage such 
transfers. This argument depends upon the price we are willing to pay 
to induce people to distribute their property inter vivos; if such transfers 
ought for the common good to be given preferred treatment under the 
tax laws then integration is antisocial. 

In the judgment of the writer the case for the integrated transfer tax 
is more persuasive. When Congress sent the gift tax to protect the estate 
tax it was sending a small boy to do a man’s job. The lower rate struc- 
ture does not tell the whole story. More important is the fact that the 
two taxes are computed on separate bases; every completed inter vivos 
transfer eliminates from the estate property which would otherwise be 
subject to the estate tax at the highest applicable rates. Entirely apart from 
any income tax saving, the gift tax is ordinarily .a bargain price to pay 
for a transfer which removes top bracket property from the gross estate. 
Inter vivos transfers probably are socially desirable, but the tax subsidy 
now offered under the dual system is out of line with the benefits. 

The integration proposal also involves a re-statement of the incomplete 
gift rules, applicable largely to inter vivos trusts, in terms substantially 
identical with the statement embodied in the correlated income tax pro- 
visions. These rules are discussed below in connection with the income 
tax. For purposes of the transfer tax they are important merely as fixing 
the time when the tax attaches, whether at the time of the transfer, or 
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later upon the happening of some event, or still later at death. Under the 
integrated system the choice of the precise time of completion is not a 
matter of great importance, so long as measures are taken to prevent a 
single transfer or value from being taxed more than once. The method 
adopted is to postpone completion in most instances until the last vestige 
of the grantor’s interest or control has been eliminated, then to tax the 
transfer on the basis of the full value of the property. No piece-meal or 
partial completion is tolerated in respect to property transferred in trust.* 

The overlapping of gift and estate taxes in respect to joint tenancies 
and tenancies by the entirety has been eliminated by treating such owners 
as tenants in common, disregarding the element of survivorship. The 
source of the consideration paid for the property is accordingly immaterial 
except for the purpose of determining whether the original purchase in- 
volved a gift from one co-tenant to the other. The estate of the tenant 
who died first would include his half or other interest in the property, 
and no more, regardless of where the purchase money came from. 

As for life insurance, the premium test would still be with us. But the 
proceeds includible in the insured’s estate by reason of his payment of 
premiums would be reduced by the value of the policy transferred inter 
vivos plus the amount of any premiums paid by the insured after the 
transfer, the values, in other words, previously subjected to transfer tax.‘ 

This latter method of handling the overlap problem might well have 
been employed in connection with the creation of life estates and trusts 
in which the grantor retains a residual interest or possibility of reverter. 
The life interests transferred outright would be subject to the transfer 
tax when the trust or estate was created, as under the present gift tax, 
and at the grantor’s death the value of the property includible in his 
estate would be reduced by the values previously taxed. The “single shot’’ 
system adopted in the Proposal, postponing completion for all purposes 
until the grantor’s connection with the property has been entirely severed, 
is not required in order to make the integrated system function and does 
not materially affect the ultimate burden of the transfer tax. But the 
correlated income tax, which will now be considered, is vitally affected. 


CoRRELATION 


The proposed income tax statute (numbered section 166) sets forth 
the circumstances under which the “income of property transferred in 


8 Except as to interim income paid or committed to persons other than the grantor. See 
discussion infra. 

4The proposed transfer tax statute also includes a provision adding back to the tax 
base at death any transfer tax paid or incurred within one year prior to death. Under 
present law even a death-bed gift in contemplation of death will reduce the net estate 
by the amount of the gift tax without affecting the credit for gift tax paid. 
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trust or otherwise’ shall be taxed to the grantor.° It is designed to replace 
existing sections 166 and 167, as well as the Clifford Regulations.* There 
are five classes of incomplete transfers: (a) transfers subject to a power 
of revocation or disposition; (b) transfers under which the grantor re- 
tains a reversionary interest; (c) transfers under which the grantor is a 
potential income beneficiary ; (d) transfers subject to a power enabling the 
grantor to purchase trust assets at less than full value; and (e) transfers 
subject to a power enabling the grantor to borrow from the trust. These 
will be discussed in the same order. 

Subsection (a) of the proposed new section 166 would tax trust income 
to the grantor where— 





(a) Revocable and Similar Transfers—The beneficial disposition of the 
property or the income therefrom’... is subject to any change through 
the exercise, by the transferor during his lifetime or by will, or by any other 
person during the lifetime of the transferor, of a power to alter, amend, 
revoke, or terminate, or such a power may arise during the lifetime of the 
transferor. 


This subsection is limited by subsection (h) which provides in part: 


(h) Exceptions—Subsection (a) shall not apply to a power merely to 
distribute or apply income to or for a current income beneficiary or to accu- 
mulate such income for him, a power merely to distribute or apply any portion 
of the property to or for the benefit of the current income beneficiary of such 
portion, or a combination of such powers.® 


Subsection (a), which bears a superficial resemblance to section 811(d), 
would replace existing section 166 (powers of revocation) and para- 
graph (d) (powers of disposition) of the Clifford Regulations. The 
position taken is considerably more advanced from the Treasury’s point 
of view than any of these provisions. For one thing, following the estate 
tax, the adverse interest rule has been eliminated.® For another, following 
the income tax, the power need not be shared by the grantor but may be 
vested “in any other person.” These changes are probably justified in the 
interest of correlation, so far as they apply to a power of revocation or 
revestment. A grantor who is interested in getting the property back if 
he wants it will ordinarily select a trustee who will do his bidding. 


5 The application of §22(a) is eliminated by proposed §22(0) deferring to Supple- 
ment E in the treatment of this problem. 

® Reg. 111, Sec. 29.22(a)-21, as amended by T.D. 5567. 

7 The omitted clause refers to charitable trusts. 

8 Subsection (h) also excepts testamentary powers exercisable by a person other than 
the grantor. 

® The report relies upon Helvering v. City Bank Farmers Trust Co. 296 U.S. 85 
(1935) in which, it will be noted, the “adverse” party was the grantor’s spouse. 
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But a power of disposition in relation to persons other than the grantor 
is a wholly different animal. Such powers are now covered by paragraph 
(d) of the Clifford Regulations under the heading: ‘Power to determine 
or control beneficial enjoyment of income or corpus.” The proposed new 
statute involves a complete break with paragraph (d). The latter provi- 
sion emphasizes *° the identity of the trustee (his relationship to the 
grantor), the identity of the beneficiaries (whether members of the gran- 
tor’s immediate family), the nature of the power (whether exercisable as 
trustee), and the existence of an objective standard enforcible in equity. 
These criteria might be difficult to put into statutory language, even if 
some of the finer distinctions and shadings of paragraph (d) were omitted. 
But the alternative adopted, charging the grantor with all such powers, 
even though lodged in an independent trustee (a trust company for ex- 
ample) and even though subject to an objective standard, is difficult to 
justify. The only powers of disposition which may be exercised even by 
a trust company, without subjecting the grantor to the income tax, are 
those excepted in subsection (h) relating almost entirely to the time of 
enjoyment: the power to accumulate income for ultimate payment to the 
income beneficiary from whom it was withheld, and the power to invade 
corpus for an income beneficiary, charging his proportionate share as 
though upon a separate trust.” 

Granted that the adverse interest rule is often unrealistic and that a 
third party trustee is likely to be just as amenable to the grantor whether 
acting alone or in conjunction with him, the distinction between the 
grantor and his relatives and employees, on the one hand, and an inde- 
pendant trustee, on the other, is real and substantial and should not be too 
difficult to define. The independent trustee should be given considerably 
more latitude than is allowed by subsection (h) in the accumulation and 
apportionment of income and the invasion of corpus for and among the 
members of a class, particularly so when his discretion is subject to an 
objective standard enforcible in equity. In the latter event perhaps even 
the grantor himself can be trusted with broader powers. 

As a matter of draftsmanship it would be helpful to divide the subject 
matter of subsection (a) into two subsections, one dealing with powers 
of revocation or revestment, the other with powers of disposition in rela- 
tion to persons other than the grantor. Distinctions based upon the identity 
of the trustee and the presence of an objective standard might then be 
incorporated into the latter subsection and the scope of discretion in such 
cases broadened. 


10 Tn addition to the adverse interest rule. 
11 Cf. Clifford Regulations, par. (d) (4) (aa) and (bb). 
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It will be noted that subsection (a) refers not only to present powers 
but also to powers which “may arise during the lifetime of the transferor.” 
This provision dealing with contingent or future powers goes much further 
than paragraph (d) of the Clifford Regulations which excepts powers of 
disposition not affecting the enjoyment of the income for a period of 10, 
in some instances 15 years. It appears to go further than existing section 
166 which refers to powers “vested” in the grantor or a non-adverse 
party, although the regulations under that section are broad enough to 
include contingent and future powers of revocation.** Such powers are 
closely related to reversionary interests and will be considered further in 
that connection. 

Subsection (b) would tax trust income to the grantor where— 


(b) Reversions——The property or the income therefrom— 


(1) must revert in possession or enjoyment to the transferor or his 
estate after the expiration of any period of time; or 

(2) may so revert to the transferor or his estate and no beneficiary 
can obtain possession or enjoyment of the property during the lifetime 
of the transferor, 


Clause (1) relating to vested reversionary interests involves an unlimited 
extension of the 10-year rule of paragraph (c) of the Clifford Regulations, 
dealing with short term trusts. Clause (2) states the rule applicable to 
contingent reversionary interests, possibilities of reverter, in terms of the 
Hallock Regulation.* 

The effect of these provisions is to tax the grantor if he retains a rever- 
sionary interest following a life estate or series of life estates ; for example, 
where he creates a trust for the life of B or conveys a legal life estate to B 
without disposing of the remainder.** The grantor is similarly taxable 
where he retains a mere possibility of reverter (assuming that the element 
of survivorship is present) no matter how remote the possibility and 
whether the reverter is express or by operation of law.** The same is true 
even though the reversionary interest may be for life only, a secondary 


12 Sec. 29.166-1(b) (3). 

18 Reg, 105, Sec. 81.17; see Platt, The New Hallock Regulation, 2 Tax L. Rev. 94 
(1946). 

14 What happens when B sells his life interest? Does the grantor continue to be tax- 
able on the income by reason of his reversion, or does the income tax shift to the pur- 
chaser for value? 

What happens when the property is occupied by the donee-life tenant? Perhaps the 
rental value of the property would be taxed to the grantor who might also be subjected 
to a transfer tax on such value for each year of the donee’s rent free occupancy. 

15 Cf, Comm’r v. Estate of Church, P-H { 72,389 (C.C.A. 3rd) and Comm’r vy. Estate 
of Spiegel, P-H, {] 72,294 (C.C.A. 7th), pending in the Supreme Court. 
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life estate in the grantor.*® The only exception is the Biddle type trust ** 
where the grantor’s interest is dependent upon failure of other remainder- 
men who need not survive him in order to take: where for example the 
trust is for the life of B, remainder to B’s issue, with a reversion to the 
grantor or his estate if B dies without issue. Under such circumstances 
the grantor has made a completed gift and the income tax shifts to the 
trustee and beneficiaries. 

The same treatment is accorded to future and contingent powers of 
revocation and disposition under subsection (a), powers which “may 
arise during the lifetime of the transferor,” with one difference: the sur- 
vivorship requirement does not apply to such powers. The grantor is 
subject to the income tax for example where he or the trustee may appoint 
the remainder if the life beneficiary dies without issue.”* 

These provisions relating to future powers and reversionary interests 
represent a departure from the familiar concepts of ownership and control 
in respect to taxable income. Transfers in which the grantor has retained 
a vested reversion following one or more life estates are characterized in 
the report as “insubstantial dispositions,” while the only justification at- 
tempted for the treatment of contingent reverters is that such transfers 
(of the Hallock type) are held to take effect at death under the estate tax 
and must therefore be treated as incomplete for purposes of the income 
tax. “In this fashion,” says the report,*® “the incidence of the income tax 
is coordinated with that of the transfer tax.” 

The authors of this proposal for revision of the incomplete gift rules 
have, it is submitted, started at the wrong end of the scale, the estate tax 
end, and have incorporated into their definition for income tax purposes 
the most extreme positions established by the Treasury under the estate 
tax, including the Hallock rule as applied by the Supreme Court and em- 
bodied in T.D. 5512. This, notwithstanding that the concept, “intended 
to take effect... at... death,” is largely irrelevant under the in- 
tegrated system, the only question there being what is the most convenient 
and appropriate time to regard the transfer as complete. For purposes of 
the transfer tax, as indicated above, there is no reason why a Hallock 
transfer should not be treated as complete (or partially complete) when 
made. 

Once we assume, however, that Hallock type transfers are to be con- 
sidered incomplete for all purposes, the rest follows quite naturally. A 


16 Cf. Comm’r v. Estate of Nathan, P-H {72,376 (C.C.A. 7th) ; taxpayer’s petition 
for certiorari filed: May 5, 1947. 

17 Frances Biddle Trust, 3 T.C. 832 (1944); Hallock Regulation, Example (2). 

18 Cf. example 8, Report, p. 66. 

19 Report, p. 31. 
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vested reversionary interest in the grantor is also incomplete, a fortiori. 
Future powers of revocation and revestment are essentially the same as 
reverters and should be treated the same way. And since such powers are 
lumped together in the same subsection with powers of disposition the 
latter must also be measured by the same standard. 

The result is to tax the grantor on income from property which is ir- 
revocably committed to others for at least one lifetime and which in all 
probability he can never again enjoy or control. Such a statute would, it 
is submitted, be out of line with the common understanding of taxpayers ; 
a donor would hardly anticipate a continued liability for income tax after 
transferring his property upon such terms. Moreover its effect would be to 
import into the income tax the confusion and uncertainty of the Hallock 
rule along with its painful litigation history, notwithstanding that one of 
the main purposes of integration would be to eliminate the troublesome 
issues which now arise under sections 811(c) and (d). 

It is suggested that the better plan would be to start at the other end 
with the income tax, where the drawing of the line which defines the 
completed gift will be a matter of substance and will have important tax 
consequences. A statute drafted from this point of view would lack the 
brevity and symmetry of the one proposed—it might look like a stream- 
lined version of the Clifford Regulations—but it would be grounded, one 
would hope, in traditional concepts of taxable income and would more 
nearly reflect the common understanding of taxpayers and their counsel. 

Subsection (c) of the proposed section 166 would tax the grantor on 
trust income where— ‘ 
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(c) Income for Benefit of Tranferor—The income from the property for 
any period is distributed to the transferor or is held or accumulated for future 
distribution to the transferor or his estate, or through the exercise of a power 
by any person or otherwise may be distributed or held for future distribution 
to the transferor or his estate, or such a power may arise during the lifetime 
of the transferor;7°... 


This represents a re-statement of existing section 167. Apart from the 
elimination of the adverse interest rule the most significant difference is 
in the application of the statute to future income. The present statute 
applies only to current income, taxing the grantor on any current income 
as to which he is a potential present beneficiary (notwithstanding its actual 
distribution to others) or which he may ultimately receive in the form 
of accumulations or additions to corpus. The new statute would tax the 
grantor on current income which he could never receive under any cir- 


20 The omitted portion is a proviso deferring to Subsection (b) (reversions) in the 
treatment of contingent future interests in accumulations and additions to corpus. 
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cumstances, where the income “for any period” ** may be_distributed to 
or accumulated for him, or where the power to do so “may arise during 
the lifetime of the transferor.” The foregoing discussion of future powers 
and interests is equally applicable to this situation. 

The exception in favor of support trusts now embodied in section 
167(c) is carried forward as subsection (f)(1) of new section 166; the 
grantor is taxable only to the extent that trust income is actually dis- 
tributed or applied to his support obligations. The exception is broadened 
somewhat to apply to mandatory as well as discretionary trusts, and the 
requirement that the power be exercised in a fiduciary capacity is dropped.” 

A somewhat similar concession is made in respect to insurance trusts 
now covered by section 167(a)(3). The Tax Court rule is adopted, tax- 
ing the grantor only in respect to trust income available to pay the 
premiums on policies actually issued and outstanding.* 

These provisions relative to support and insurance trusts are not wholly 
correlated with the transfer tax. Transfers upon such trusts would be 
treated as complete for transfer tax purposes (as they are under the 
present gift tax), notwithstanding that the grantor remains liable for tax 
on the income actually applied for support purposes or available to pay 
premiums on existing policies. The lack of correlation is particularly 
serious in connection with insurance trusts; the grantor of such a trust, 
having paid the full transfer tax, must apparently remain uninsured in 
order to be relieved of the income tax. Consideration should be given to 
treating trusts of both types as incomplete for transfer tax purposes, 
subject of course to piecemeal completion to the extent that the income is 
not required for premium payments or applied for the support of 
dependants. 

Subsections (d) and (e) of the proposed new section 166 deal respec- 
tively with the purchase or exchange of trust assets by the grantor for an 
inadequate consideration and loans to the grantor. Such powers are now 
covered by paragraph (e) of the Clifford Regulations relating to ad- 
ministrative control. Here again there is an absence of complete cor- 
relation under the proposed statute, since the income tax would attach if 
such a purchase were made in fact or if a loan to the grantor were out- 
standing within the taxable year, while the transfer would be complete 
for transfer tax purposes if the trust instrument did not expressly author- 


21 Compare example 4 on p. 73 of the report with the discussion on p. 119. 

22 Cf. § 29.167-2. 

23 Report, p. 34. Compare the recommendation of the Committee on Federal Income 
Tax, Section of Taxation, American Bar Association, Committee Reports, 75 (Sept. 
1947) under which the grantor would be taxed only in respect to trust income actually 
used to pay such premiums. 
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ize such transactions. Again in each subsection we find the familiar phrase 
in reference to powers which “may arise during the lifetime of the 
transferor.” 

The adverse interest rule in paragraph (e) of the Clifford Regulations 
has been eliminated, also the exception in favor of a power to make loans 
to the grantor on adequate interest and security. Other administrative 
powers now covered by paragraph (e), the power to substitute property 
of equal value and non-fiduciary powers to vote stock and control invest- 
ments, have also been omitted. The concession in respect to powers of 
this latter type, relating largely to the control of closely held corporations, 
is explained * partly on the interesting ground that the regulation of 
such powers will be rendered unnecessary by the ultimate enactment of 
laws taxing the family as a unit. It will be observed that this reasoning 
would be equally applicable to powers of disposition and term trusts in 
favor of members of the family group. Perhaps a family income statute 
should be considered in conjunction with the present proposal for 
correlation. 

Other miscellaneous provisions pertinent to correlation will be briefly 
noted. Proposed section 167 provides for taxing trust income to a third 
party who possesses a power, exercisable solely by himself, to take over 
the corpus or, unless the grantor is otherwise taxable under section 166, 
the income. This is now covered in substantially similar fashion by 
seccion 29.22(a)-22, immediately following the Clifford Regulations. 

Proposed section 173 gives to a grantor taxable under section 166 
(new), or a third person taxable under section 167 (new), a limited right 
of contribution as against the trustee for the tax attributable to the trust 
income. An ingenious system, involving wr*'ten demands and a short 
period of limitations, is devised to assure at the trustee will retain 
sufficient income to discharge his liability. 

The provisions relative to powers of appointment are restated in sub- 
stantially their present form in the proposed transfer tax statute, with a 
specific exception in favor of a power which renders the creator taxable 
on the income under proposed section 166. Such a power would not 
subject the donee to transfer tax during the lifetime of the creator, or at 
least until the creator had ceased to be liable for the income tax. 

No attempt has been made to deal with assignments of income or with 
unrecognized family partnerships. As to the former the report mentions 
the difficulty of drawing a statutory line and suggests that this subject 
might be covered by regulation. Perhaps we may anticipate the issuance of 
a Treasury Decision which will treat as incomplete for transfer as well 
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24 Report, pp. 37-42. 
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as income tax purposes assignments of rights to income, subject to piece 
meal completion as the income is actually paid to the donee. The problem 
of family partnerships and closely held corporations is “reserved for a 
separate study.” 

The proposals embodied in the draft statute involve a drastic extension 
of the incomplete gift rule. Many types of transfers now complete for 
income tax would be treated as incomplete until all vestige of the grantor’s 
possible future interest in the property,” and substantially all powers of 
disposition, even though vested in an independent or adverse trustee, had 
ceased to exist. This extension would have one important result which 
is not mentioned in the report. It would greatly expand the application 
of the interim gift tax rule, now confined to revocable trusts and those of 
the Sanford type.*® The grantor of an incomplete transfer in trust would 
be subject each year not only to the income tax but also to a transfer tax 
on income actually paid or committed to persons other than himself. The 
application of this rule is taken for granted in the report,” and the result 
could hardly be otherwise as long as the transfer tax applies equally to 
income as well as principal ; the gift is necessarily completed to the extent 
that income is actually paid or committed to the donees. This double tax, 
income and transfer, recurring each year in respect to the same items of 
income will impose a heavy burden and incidentally an intolerable annoy- 
ance upon the grantor of an incomplete transfer in trust. Perhaps a 
method can be devised to exempt such annual gifts from the transfer tax, 
but this presents serious difficulties. The problem would, of course, be 
eased by a substantial increase in the annual exclusion.” 


PrioR TRANSFERS 


It is proposed that for purposes of cumulation under the transfer tax 
transfers prior to its effective date (and after 1932) be taken into account 
in the application of the tax to subsequent inter vivos transfers. This 
merely continues the existing process of cumulation under the gift tax. 
In computing the transfer tax applicable to the net estate at death, on 
the other hand, only inter vivos transfers made after the effective date of 
the new law would be considered. 

For purposes of the incomplete gift rule, generally speaking, the new 
law would apply to render a prior transfer incomplete unless it would be 
treated as complete under present law for both income and estate tax.” 


25 Subject only to the Biddle exception. 

26 Estate of Sanford v. Comm’r, 308 U.S. 39 (1939); Reg. 108, Sec. 86.3. 

27 See examples at pp. 110 et seq. of the report. 

28 The proposal contemplates one per donor annual exclusion and a smaller per donee 
annual exclusion, the latter to catch trivial gifts. No amounts are suggested. 

29 F.g., transfers subject to powers vested solely in an adverse party. 











70 TAX LAW REVIEW 


An opportunity would be given (subject to the existing gift tax) for the 
release of retained interests and powers which would render the transfer 
incomplete under existing law for purposes of one tax but not the other.*° 


CoNCLUSION 


The inter vivos trust undoubtedly has sufficient vitality to survive in- 
tegration. Lifetime gifts and settlements will continue to be made whether 
or not they are given preferred treatment under the tax laws. But corre- 
lation along the lines now proposed, especially when considered in relation 
to,the transfer tax applicable to interim income, would in the judgment 
of the writer narrow the scope and usefulness of this device to such an 
extent that it would pass on to join the fee tail in the land of forgotten 
methods of conveyancing. Integration is desirable, and correlation on a 
basis consistent with our present concepts of taxable income is also desir- 
able. Perhaps a compromise can be reached which will achieve these ends 
and at the same time permit the inter vivos trust to function as a legitimate 
social instrument. 


30 F.g., Hallock type trusts; the grantor would be relieved of income tax by surrender- 
ing his reversionary interest within a limited period subject to the payment of a gift tax 
based upon the value of that interest. 




















The Doctrine of Estoppel in Tax Cases 


MARTIN ATLAS 


I. dem Accio quod Titio jus esto’ was the way the Romans put it, and 
perhaps in those ancient days, what was sauce for the goose was indeed 
sauce for the gander. It may be suspected though that even then the 
statement was broader than the truth. In taxation today, the question 
often arises whether, since estoppel applies only rarely to the Government 
and frequently to taxpayers, compensating protections should not be given 
to taxpayers so that they may obtain the benefits of estoppel against the 
government—4.e., protection against change of position by the govern- 
ment—even though the ordinary requirements of estoppel are not fulfilled. 


MEANING OF ESTOPPEL IN TAX LAw 


In general law, the meaning of estoppel is fairly well determined. There 
is “legal estoppel” which is based upon stringent interpretation of legal rules 
(usually relating to real property) with the effect of precluding the possi- 
bility of demonstrating the truth—a doctrine in association with which 
the term “odious” forms a favorite cliché in the courts.? In contrast to 
legal estoppel, there is “equitable estoppel” which arose somewhat later 
in chancery and was the exact opposite of legal estoppel since it precludes 
a party from resting on a technical rule of law when he has not conducted 
himself according to the dictates of equity and good conscience.® 

It is not surprising that with the growth of tax problems there should 
grow with these problems a doctrine of estoppel peculiar to tax law. Just 


Martin AttLaAs is Senior Attorney, Office of Tax Legislative Counsel, Treasury 
Department; formerly Economist, Division of Tax Research. 

1 Attributed to Gellius according to Swift, Journal to Stella (1710). 

2 Andrews v. Lyons, 93 Mass. 349 (1865) ; Boxindale v. Bennett,-3 Q.B.D. 525 (1878). 

8 Pickard v. Sears, 6 A & G 469; Lickbarrow v. Mason, 100 Eng. Rep. 35 (1787), 
rehearing, 101 Eng. Rep. 380. Equitable estoppel has replaced legal estoppel even in 
cases involving title to land. Dickerson v. Colgrave, 100 U.S. 578 (1880). The elements 
of equitable estoppel include (a) a conduct amounting to a representation or concealment 
of material facts, (b) the facts must be known to the party estopped at the time of such 
conduct, (c) the truth concerning these facts must be unknown to the other party at the 
time of such conduct, (d) the conduct must be accompanied by the intention or at least 
the expectation that it will be acted on under normal circumstances, (e) the conduct 
relied on by the one party and led to act as a result of such reliance, (f) he must change 
his position for the worse by such action. Pomeroy’s Equity Jurtspiction (4th Ed.), 
Par. 805. 
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what is meant by tax estoppel is often more than a little hazy, including 
identification of estoppel with acquiescence,* acceptance of benefits,® elec- 
tion and res judicata. The first two of these. represent loose usage and 
may really involve estoppel.* Election, however, may be distinguished on 
the ground that the doctrine involves the existence of a real option be- 
tween two courses of action;’ where only one course of action is per- 
missible under law, the doctrine of election cannot be said to apply. Res 
judicata is also a distinguishable concept, more akin to legal estoppel than 
to equitable estoppel since after an issue has been once tried, that issue is 
settled regardless of the equities involved or the truth. Tax estoppel is 
also distinguishable from equitable estoppel since it may apply even in 
the absence of some of the requirements of equitable estoppel. It is thus 
a sort of quasi-estoppel * based often upon an overall impression rather 
than an objective testing of the facts against certain criteria. Mr. Justice 
Cordozo summarized tersely the area of operation of tax estoppel when 
he stated, 


Sometimes the resulting disability has been characterized as an estoppel, 
sometimes as a waiver. The label counts for little. Enough for present pur- 
poses that the disability has its roots in a principle more nearly ultimate than 
either waiver or estoppel, the principle that no one should be permitted to 
found any claim upon his own inequity or take advantage of his own wrong.°® 


In certain cases what constitutes the taxpayer’s “own inequity” is clear, 
i.e., if the taxpayer makes a false rather than erroneous representation of 
a material fact and the Government, ignorant of the truth, changes posi- 
tion to its detriment in reliance on such representation.”® In many other 
cases, the taxpayer’s “own inequity” may be rather esoteric and involve 
no more than a request for an extension of time,” reliance upon a 
Treasury opinion * or an innocent failure to report income.** Whatever 
the cases show as grounds for estoppel against the taxpayer, they are not 


4 Mahoning Investment Co. v. U.S., 3 F. Supp. 622 (Ct. Cl. 1933), cert. denied, 291 
U.S. 675 (1934). 

5 Tidewater Oil Co., 29 B.T.A. 1208, 1221 (1934). 

6 Atlantic Coast Line R. R. Co. v. United States, 45 F. 2d 445 (Ct. Cl. 1930). 

7 Pancoast Hotel Co., 2 T.C. 362 (1943) ; doctrine of election inapplicable because there 
was no choice as to whether certain interest accruals were deductible. As to binding 
nature of an election where the doctrine applies, see Estate of C. H. K. Curtis, 36 B.T.A. 
899 (1937); A. L. Lusthaus, 3 T.C. 540, aff’d, 149 F. 2d 232 (C.C.A. 3rd 1945), aff'd, 327 
U.S. 293 (1946) ; I.T. 3524, 1941-2 Cum. Butt. 162. 

8 Robbins v. United States, 21 F. Supp. 403 (Ct. Cl. 1937). 

® Stearns Co. v. United States, 291 U.S. 54 (1934). 

10 Howard Sheep Co., 1 B.T.A. 966 (1925). 

11 Tidewater Oil Co., 29 B.T.A. 1208 (1934) ; Clinton Coal Co. v. United States, 5 F. 
Supp. 777 (Ct. Cl. 1934) ; Daube v. United States, 289 U.S. 367 (1933). 

12 James Couzens, 11 B.T.A. 1040 (1928); Rosetta v. Hauss, 12 B.T.A. 755 (1928). 

.18 Crane v. Comm’r 68 F. 2d 640 (C.C.A. Ist 1934). 
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the same rules which apply against the Government. This is due to the 
fact that the Government’s position does not always parallel the taxpayer’s 
position, i.e., the Government is not often in a position to misrepresent a 
fact upon which the taxpayer relies to his detriment, and that therefore 
the main element of estoppel is lacking. Indeed it may be stated that al- 
though the rules are not too different for Government and taxpayer, the 
taxpayer is in a position to estop the Government only rarely because it is 
only rarely that the Government misrepresents facts to the taxpayer or 
attempts to shift its theory of taxation in a particular case.** 


EsTOPPEL AND THE TAXPAYER 


Whereas equitable estoppel is often tested in the light of six criteria,’ 
there are only two major questions involved in estoppel against tax- 
payers: (1) representation or concealment of facts by the taxpayer and 
(2) reliance of the Government on the facts misrepresented by the tax- 
payer. Detriment to the Government arising from (1) and (2) is of 
course also necessary. Such detriment is involved in the Commissioner’s 
forgiving of a penalty *° or allowing the s.atute of limitations to run.’” 
However, detriment is often not clearly made out and the cases do little 
to emphasize the necessity or the extent of detriment. Consequently, 
little may be gleaned one way or the other from examining these cases, 
although it may be presumed that detriment occurs if the Government 
collects less than it otherwise would from a taxpayer.”* 

(1) Misrepresentation or concealment of facts. It has already been 
noted that false representation of fact will call estoppel into play.*® Much 
less than false misrepresentations of fact will also estop a taxpayer even 
though mere expression of opinion will not.”° 

(a) Failure to report income. Innocent failure to report income has 
been held to constitute in effect a statement that no such income was re- 
ceived, and “the Government, in reliance thereon failed to receive the 
amount of any such tax as might have resulted if the . . . returns had 
been accurate.” ** While there may be some duty on the Commissioner 


14 T.R.C. § 3760. 

15 Note 3 supra. 

16 Backus v. United States, 59 F. 2d 242 (Ct. Cl. 1932), cert. denied, 288 U.S. 610 
(1933). 

17 Tidewater Oil Co., 29 B.T.A. 1208 (1934). 

18 Maguire and Zimet, Hobson’s Choice in Federal Taxation, 48 Harv. L. Rev. 1281, 
1316 (1935). 

19 Note 3 supra. 

20 Helvering v. Salvage, 297 U.S. 106 (1925). 

21 Crane v. Comm’r, 68 F. 2d 640, 641 (C.C.A. Ist 1934). Contra (where a mistake 
of law was involved): United States v. DuPont, 47 F. Supp. 894 (D. Del. 1942) ; Mah- 
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not to remain passive ** where he knows the facts or is in a position to 
know the facts,” the failure to report weighs heavily against the tax- 
payer.** Cases, for example, state that the Commissioner is expected to 
make some inquiry into the facts.** On the other hand, courts have recog- 
nized that as a practical problem, the Commissioner must rely on tax- 
payers’ representations as the truth.” As was stated by the Circuit Court 
of Appeals for the Sixth Circuit, “It is the duty of the taxpayer to deal 
fairly and truthfully with the Government.” ** Where he fails to do so, 
there can be little complaint if he is held to his original position. Thus, 
if on March 1, 1913, taxpayer’s property was worth $100,000 and tenant 
in 1920 erected a building on said property worth $100,000 which prop- 
erty was to revert to landlord after ten years, and the landlord never 
reported depreciated value of tenant’s improvements as income for any 
year, it does not seem wrong to hold that upon sale of such property for 
$200,000 in 1927, the basis for determining gain is the March 1, 1913 
value.** 

(b) Failure to report income in proper year. The general purport of 
the cases is that whére a taxpayer reports income in a year later than the 
proper one, he is estopped from claiming, after the statute of limitations 
has run on the earlier year, that such income should have been reported 
in such earlier year.” Also, for example, where a taxpayer includes 1925 


lon D. Thatcher, 46 B.T.A. 869 (1942); Estate of Myers, 1 T.C. 100 (1942); Margaret 
Bullock, 3 TCM 1330 (1944). 

22 Estate of William Steele, 34 B.T.A. 173 (1936). 

23 Comm’r v. Liberty Bank & Trust Co., 59 F. 2d 320 (C.C.A. 6th 1932) ; cf. Sarah A. 
Young, 4 TCM 982 (1945), where taxpayer failed to report receipt of#shares of stock 
as compensation and the Commissioner therefore held the taxpayer estopped from claim- 
ing a basis in excess of zero. Held: Commissioner had burden of proof on issue of 
estoppel, and since he did not show that petitioner received sufficient income to require 
her to file a return in the years in which she received the stock, the failure to file 
returns in those years furnished no basis to apply the rules of estoppel. See also Cen- 
tral Market Co., 25 B.T.A. 499 (1932) ; United States v. John Gallagher Co., 83 F. 2d 
368 (C.C.A. 6th 1936) ; McNaghten v. United States, 17 F. Supp. 509 (Ct. Cl. 1937). 

24 A. M. Johnson, 32 B.T.A. 156 (1935); Richard M. Cadwalader, 32 B.T.A. 1157 
(1935) ; Heiner vy. Mellon, 89 F. 2d 141 (C.C.A. 3rd 1937) ; Victor A. Dorsey, 33 B.T.A. 
295 (1935). Contra (where Commissioner is on notice): Estate of Edward A. Walz, 
B.T.A. Memo. Dkt. 94450 (April 22, 1940); Geyer, Cornell, Newell, Inc., 6 T.C. 96 
(1946) ; Joyce v. Gentsch, 141 F. 2d 891 (C.C.A. 6th 1944). 

25 Helvering v. Brooklyn City Railroad, 72 F. 2d 274 (C.C.A. 2d 1934) where the Court 
pointed out that the taxpayer’s books indicated the true facts. 

26“A taxpayer may not benefit at the expense of the Government by misrepresenting 
facts under oath; by succeeding in having the Commissioner accept its representations 
as the truth; and claiming later that what it represented to be true might have been 
found false had the Commissioner refused to have faith in the sworn return.” Askin & 
Marine Co. vy. Comm’r, 66 F. 2d 776, 778 (C.C.A. 2d 1934). 

27 Comm’r v. Liberty Bank & Trust Co., 59 F. 2d 320 (C.C.A. 6th 1932). 

28 Crane v. Comm’r, supra note 13. 

29 Raleigh v. United States, 5 F. Supp. 622 (Ct. Cl. 1934) ; Helvering v. Jane Holding 
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income in his 1924 return, he was estopped from denying the correctness 
of the return when the assessment of 1925 income was barred by the 
statute of limitations.*® Similarly where a taxpayer claims to be a member 
of a partnership and included his share of partnership income for the year, 
he is estopped from claiming after the statute has run with respect to a 
particular year, that he was not a partner in such year.** On the other 
hand, where the taxpayer includes income in the wrong year and the 
Commissioner knows the facts, estoppel will not bar a claim for refund.** 
The general reasoning seems to be that where a taxpayer misrepresents 
a fact he should not be permitted to defeat the revenues,** but where there 
is a mutual mistake of law,** it would be “unfair that an honest taxpayer 
should be made to answer for an innocent mistake long afterwards.” ** 

(c) Failure to report deductions in proper year. The theory under- 
lying cases involving failure to report deductions in the proper year ap- 
pears to be much the same as that involving the reporting of income in 
the wrong year, i.e., the taxpayer shall not be permitted to change his 
position to the detriment of the public revenues after the statute of limi- 
tations has run unless there was a mutual mistake of law, or the Govern- 
ment was aware of the true facts prior to the time the statute runs. Thus, 
for example, where a taxpayer claimed a deduction for thirteen months’ 
rent in year 4 and eleven months’ rent in the year B and did not attempt 
to correct the error until after the statute had run on year A, he was 
estopped from claiming a deduction for the twelfth month’s rent in year 
B.** However, where the Commissioner has been advised of the facts and 
takes no action the taxpayer is not estopped.*” 





Co., 109 F. 2d 933 (C.C.A. 8th 1940); Taylor v. Comm’r, 89 F. 2d 465 (C.C.A. 7th 
1937), cert. denied, 302 U.S. 727 (1937); William M. Crane, 27 B.T.A. 360 (1932), 
aff'd, 68 F. 2d 640 (C.C.A. Ist 1934); cf. Salvage v. Comm’r, 76 F. 2d 112 (C.C.A. 
2d 1935). 

30 Ryan v. Alexander, 118 F. 2d 744 (C.C.A. 10th 1941), cert. denied, 314 U.S. 622 
(1941) ; Orange Securities Corp. v. Comm’r, 131 F. 2d 662 (C.C.A. 5th 1942). 

31 Hoag v. Comm’r, 59 F. 2d 514 (C.C.A. 7th 1932). 

82 Sugar Creek Coal & Mining Co. v. Comm’r, 31 B.T.A. 344 (1934); cf. Artemas 
Ward, Inc., 21 B.T.A. 1096 (1931). See also H & G Amusement Co. Inc., 46 B.T.A. 
1095 (1942) ; Estate of Allen H. Lambeth, B.T.A. Memo. Dkts. 95305-6 (1942); Ellene 
Z. Rosensteel, 46 B.T.A. 1184 (1942) ; Joyce v. Gentsch, 141 F. 2d 891 (C.C.A. 6th 1944). 

38 Alice H. Moran, 26 B.T.A. 1154 (1932), aff'd, 67 F. 2d 601 (C.C.A. Ist 1933). 

34 Tidewater Oil Co., 29 B.T.A. 1208 (1934); Helvering v. Salvage, 297 U.S. 106 
(1936) ; McEachern v. Rose, 302 U.S. 56 (1937). See also I.R.C. § 3801. 

35 Sugar Creek Coal & Mining Co. v. Comm’r, note 32 supra; H & G Amusement Co. 
Inc., 46 B.T.A. 1095 (1942) ; Estate of Allen H. Lambeth, B.T.A. Memo. Dkts. 95305-6 
(Jan. 9, 1942). 

86 Stern Bros. v. United States, 8 F. Supp. 705 (Ct. Cl. 1934). See also Firemen’s 
Insurance Co., 30 B.T.A. 1004 (1934) (depreciation) ; Stokes v. United States, 19 F. 
Supp. 577 (S.D.N.Y. 1937) (liquidation loss) ; American Arch Co., 33 B.T.A. 705 (1935) 
(failure to claim deduction in proper year estopped allowance in taxable year). 

87 Clifton Mfg. Co. v. Comm’r, 137 F. 2d 290 (C.C.A. 4th 1943) ; Ellene Z. Rosensteel, 
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(d) Failure to indicate proper taxpayer. It has already been indicated ** 
that where a taxpayer claims to be a partner for a certain year and reports 
his income as such, he cannot, after the statute has run with respect to 
such year, change his position. A similar principle applies in related situa- 
tions. Thus, where a tax is erroneously levied against one taxpayer, re- 
fund may be denied where the Government’s remedies against the right 
taxpayer are barred by the statute of limitations and the relation of the 
parties is such that a refund would be inequitable. Stone v. White, the 
leading case on the subject,*® goes beyond estoppel as such to broader 
equitable grounds. In this case, tax was paid erroneously by trustees fol- 
lowing several Circuit Court of Appeals opinions *° that such income 
belonged to the trust and not the beneficiary. After the statute had run 
for assessment against the beneficiary, the Supreme Court decided the 
income was properly taxable to the beneficiary and not the trustees. The 
trustees sued for refund. The Supreme Court, denying the claim, in- 
dicated that although in form the action was at law, it was nevertheless, 
in fact, a question of equity, and “Since in equity the one taxpayer 
represents and acts-for the other, it is not for either to complain that the 
Government has taken from one with its right hand, when it has, because 
of the same error, given to the other with its left.” 

The doctrine of the Stone case does not apply where “ex aequo et 
bono,” “ the Government should make a refund. Thus, for example, the 
doctrine does not apply where the beneficiary is a third person,*® or where 
the Commissioner relied upon his interpretation of the law rather than 
that of a court,** or the Commissioner has entered into a closing agree- 
ment with the taxpayer.** The Stone doctrine is not limited to a particular 
type of taxpayer but rather to particular types of claims and has been 
applied to partnerships, corporations and individuals.** Also the situation 


46 B.T.A. 1184 (1942) ; George H. Flinn, 45 B.T.A. 874 (1941) ; Pancoast Hotel Co., 2 
T.C. 362 (1943). 

88 Note 31 supra. 

89 301 U.S. 532 (1937), opinion recast in 302 U.S. 639 (1937) aff’g, 78 F. 2d 136 
(C.C.A. Ist 1935). Cf. Caldwell Oil Corp., 47 B.T.A. 707 (1942), aff'd, 141 F. 2d 559 
(C.C.A 5th 1944). 

40 Warner v. Walsh, 15 F. 2d 367 (C.C.A. 2d 1926); Allen v. Brandeis, 20 F. 2d 363 
(C.C.A. 8th 1928). 

#1 Rose vy. McEachern, 86 F. 2d 231, 233 (C.C.A. 5th 1936) ; 3 BLackstonE Comm. 163. 

42 Sewell v. United States, 19 F. Supp. 657 (Ct. Cl. 1937). See United States v. 
Arnold, 89 F. 2d 246 (C.C.A. 3d 1937) (this case was decided before Stone v. White). 
See also Caldwell Oil Corp., 47 B.T.A. 707 (1942), aff’d, 141 F. 2d 559 (C.C.A. 6th 1944) 
where there was no misrepresentation. 

48 McNaghten v. United States, note 23 supra. 

44 Proctor v. White, 28 F. Supp. 161 (D. Mass. 1939). 

45 However, estoppel does not apply to the converse of the Stone doctrine, i.e., where 
the Government has taxed the wrong taxpayer and seeks tax from the proper taxpayer. 
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is different depending upon whether estoppel is claimed in order to assert 
a deficiency or as a defense against a taxpayer’s suit for refund. In the 
former, a tax is due the Government and only that fact enters into con- 
sideration with consequent relatively strict application of the statute of 
limitation ; in a refund suit, it is more nearly proper to inquire into the 
broader equities to see whether, all factors considered, a refund is 
merited.*® 

(e) Failure to report income in proper manner. Perhaps the main type 
of case involved is that involving basis questions. In these cases, the tax- 
payer is often held to his original position where a question of fact is 
involved, but estoppel does not come into play if a question of law is 
involved. Thus, in Berch v. United States *" taxpayers, in the settlement 
of an earlier year’s tax liability used a certain figure as the basis for 
certain stock. After the statute had run, they claimed a higher basis. The 
higher value was -not allowed. On the other hand, in United States v. 
Dupont ** taxpayer received certain shares as participating shares of a 
trust, and believing them to be a gift, although. in fact they were com- 
pensatory, failed to include them in income. When he sold the shares 
ten years later he used as his cost basis, the fair market value at the time 
he received the shares. The Commissioner contended the basis should be 
zero because they were not included in income when received. The Court 
held that the only error made was one of law and the taxpayer was not 
estopped from using the fair market value at the time the stock was 
received. Further, in Mahlon D. Thatcher *® and Margaret Bullock ® 
errors as to nontaxability in a reorganization were held to involve a mis- 
take of law without any attempt to conceal the facts and therefore did not 
lay a foundation for estoppel. There seems to be an inclination on the 
part of the courts to regard changed positions of taxpayers on basis ques- 
tions as involving mistakes of law, and estoppel appears to come into play 
less frequently in this area than in other types of cases. 

(2) Reliance of the Government. Where the taxpayer has taken affirm- 
ative action to prevent the application of the statute of limitations such as 
a waiver, it has been held that the Government has reason to rely on such 


Emery v. Comm’r, 78 F. 2d 437 (C.C.A. Ist 1935). See more detailed discussion of 
Estoppel and the Government in next section. 

46 See Fisher vy. Comm’r, 108 F. 2d 707 (C.C.A. 6th 1939) for introduction of con- 
cept of unjust enrichment. 

4754 F. Supp. 175 (Ct. Cl. 1944); cf. Cabin Creek Consolidated Coal Co. v. United 
States, 137 F. 2d 948 (C.C.A. 4th 1943). 

48 47 F. Supp. 894 (D. Del. 1942). 

49 46 B.T.A. 869 (1942). 

503 TCM 1330 (1944). 
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action and the taxpayer is estopped from changing his position. Simi- 
larly, the taxpayer is estopped if he attempts to repudiate jurisdiction of 
a court to which he has applied, and upon which application the Govern- 
ment has relied,** although here a similar rule would probably also apply 
against the Government. Some requests for extensions of time and appli- 
cations for offsets have been deemed to involve representations on which 
reliance is placed by the Government. However, an ordinary claim for 
credit is not usually such a representation.™ 

In general, reliance will be imputed in a situation where a taxpayer 
attempts to repudiate previous statements or actions. Thus, in Robbins v. 
United States * the Court said: 





When a party with full knowledge or with sufficient notice of his rights 
and of all the material facts, freely does what amounts to a recognition or 
adoption of a contract or transaction as existing, or acts in a manner inconsis- 
tent with its repudiation, and so as to affect or interfere with the relations and 
situation of the parties, he acquiesces in and assents to it and is equitably 
estopped from impeaching it although it was originally void or voidable. 


On the other hand, failure to report income properly which has not been 
discovered by the Commissioner prior to the operation of the statute of 
limitations cannot be penalized by the Commissioner’s assertion of 
estoppel. In Schine Chain Theatres, Inc.,°° where nothing was involved 
but the taxation of certain income after the period for assessing such in- 
come had elapsed, the Court stated that estoppel could not be invoked unless 
the party invoking such doctrine has acted to his detriment. The ordinary 
statute of limitations case did not here invglve the type of misrepresenta- 
tion which disturbed the Court in Crane v. Commissioner.™ 

It was pointed out by Maguire and Zimet in 1935 that “the question of 
reliance demands careful judicial attention, with burden of proof coming 
in for particular scrutiny.” °° There is no indication that since then the 
courts have increased their attention to the problem. In most instances 
reliance is implied if the taxpayer’s actions were such as would involve 
estoppel, had the Commissioner in fact relied on the facts; nor has the 


51 Comm’r yv. N.Y. Trust Co., 54 F. 2d 463 (C.C.A. 2d 1931); Hunt v. Lucas, 45 F. 
2d 781 (C.C.A. 5th 1936). 

52 Shamrock Oil Co. v. Comm’r, 77 F. 2d 553 (C.C.A. 5th 1935); Buzzard v. 
Helvering, 77 F. 2d 391 (App. D.C. 1935). 

58 Clinton Coal Co. v. United States, 5 F. Supp. 777 (Ct. Cl. 1934); Daube v. United 
States, 289 U.S. 367 (1933). 

54 National Tool v. Routzahn, 28 F. 2d 914 (N. D. Ohio 1928). 

5521 F. Supp. 403 (Ct. Cl. 1937). 

56121 F. 2d 948 (C.C.A. 2d 1941). 

57 Note 13 supra. 

58 Op. cit. supra note 18, at 1332. 
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Commissioner, either independently or at the behest of the courts assumed 
the burden of proof of reliance. 


EsTOPPEL AND THE GOVERNMENT 


While it cannot be stated that estoppel does not operate against the 
Government, it can most certainly be said that it operates only rarely and 
within very restricted limits. 

The most important area where estoppel does not operate against the 
Government is with respect to erroneous regulations, rulings or statements 
of agents. Thus, the Government is not precluded from asserting a de- 
ficiency where a taxpayer relied on an erroneous regulation or ruling © or 
received erroneous information from a revenue agent.®® Even the fact 
that a refund was made in a prior year does not estop the Commissioner 
from changing Ris position. Further, the Commissioner is not bound by 
his own conclusions or by those of his predecessors, in the absetice of a 
closing agreement, and may assess repeatedly within the limitations 
period.®* While it would seem at first blush that inability to estop the 
Government in these cases imposes an undue hardship, it may be argued 
that the rule here is no different than where the taxpayer chooses to change 
his interpretation of the law. 

In a recent case, for example * the taxpayer stated that the Government 
should be estopped to claim that the petitioner was taxable on certain trust 
income for 1940, since the Government had not attempted to tax the 
income from such trusts to the petitioner in any prior year. The Court 
dismissed this argument as “without merit” and stated that “there is no 
element here of representations made by the Government on which peti- 
tioner relied to his detriment.” However, a similar rule would apply to 
the taxpayer if he changed his theory of taxation between years. 

The acceptance of a return from a taxpayer creates no estoppel against 
the Commissioner as to the correctness of the tax shown on the return,™ 
nor does collecting of the tax from the wrong taxpayer estop him from 
collecting the tax from the right taxpayer, or having collected tax in a 


59 Goldfield Consolidated Mines Co. v. Scott, 247 U.S. 126 (1918) ; see Knapp Monarch 
Co., 1 T.C. 59 (1942), aff’d, 139 F. 2d 863 (C.C.A. 8th 1944) ; King Street Realty Co., 4 
TCM 945 (1945). However, where the Treasury changes its regulations, retroactive 
application of the new regulation is not usual, i.e., T.D. 5488, T.D. 5507. 

60 Searles Real Estate Trust, 25 B.T.A. 1115 (1932). 

61 Martin Schwerin, 1 TCM 661 (1943), aff’d, 139 F. 2d 843 (App. D.C. 1944). 

62 Postex Cotton Mills, B.T.A Memo. Dkt. 10729 (1942) ; Okonite Co. v. Comm’r, 155 
F. 2d 248 (C.C.A. 3rd 1946). 

63 W. R. Fawcett v. Comm’r, Dkt. 7018, CCH Dec. 15,665 (M) (March 5, 1947). 

64 Mt. Vernon Trust Co. v. Comm’r, 75 F. 2d 938 (C.C.A. 2d 1935), cert. denied, 296 
U.S. 587 (1935). 

65 Emery v. Comm’r, 78 F. 2d 437 (C.C.A. Ist 1935). 
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wrong year, from collecting it also in the right year.°° Here again a 
similar rule applies to the taxpayer, i.e., he can sue for a refund by claim- 
ing he is the wrong taxpayer or that the income was taxed in the wrong 
year. 

One leading case in the field is James Couzens * involving sale of certain 
Ford Motor Company stock by Senator Couzens. In connection with a 
contemplated sale of the stock, the Commissioner advised that “the 
Bureau . . . is disposed to regard $9,489.34 as a fair valuation of the 
stock on March Ist, 1913, and one which should be used in computing 
any profits made by the sale.”” One week before the statute of limitations 
expired, the taxpayer was notified that the correct basis for the stock 
should have been $2,634 per share with the result that a $10,000,000 de- 
ficiency was asserted. The Court held that a determination by the Com- 
missioner of a fact supporting a tax was not conclusive and was open to 
attack.®* Other reasons why the Commissioner was not estopped were 
that he was under no duty to give taxpayer a valuation, “a contrary ruling 
would mean that a taxing official who as a courtesy to the taxpayer, 
rendered him aid in’ such a situation, would thereby and to that extent 
effectively tie his official hands and render himself impotent to perform 
the duties placed on him by the taxing statute,” © and that the Com- 
missioner had not acted with finality.”° Basically, however, these reasons 
may have been secondary to the consideration that estoppel against the 
Government “must be treated with utmost caution, since its sanction in 
any case would result in having individual tax liability depend, not upon 
the factors and measures prescribed by Congress as applicable to all, but 
upon the statements and conduct of a particular government officer in 
respect of each individual.” Since the change of basis was made by the 
Treasury before the statute of limitations had run, the situation is not 
different than if the taxpayer had paid his tax on an erroneous basis and 


66 Chemung Canal Trust Co., 30 B.T.A. 230 (1934), aff'd, 74 F. 2d 1009 (C.C.A. 2d 
1935) ; Chatham & Phenix Nat. Bank, 1 B.T.A. 460 (1925). 

6711 B.T.A. 1040, 1053 (1928). 

68 See Wickwire v. Reinecke 275 U.S. 101 (1927), holding that a determination by the 
Commissioner that a transfer was in contemplation of death was not conclusive. 

691] B.T.A. 1040, 1174 (1928). 

70 Jd. at 1150. 

™ Jd. at 1148. For another striking case see Bigelow v. Bowers, 5 F. Supp. 346 
(S.D.N.Y. 1933), aff'd, 68 F. 2d 839 (C.C.A. 2d 1934), cert. denied, 292 U.S. 656 
(1934) where the taxpayer following the law and regulations in 1918 claimed a loss on 
certain stock sold and treated a stock dividend as income, treating as his basis the cost 
of the original stock plus the par value of the stock named as a dividend. In 1920 Eisner 
v. Macomber, 252 U.S. 189, held a stock dividend not to be taxable income. In 1923, 
after the statute had run for the taxpayer to claim a refund, the Commissioner reaudited 
the return, adjusted the cost basis to eliminate the stock dividend, which resulted in the 
elimination of the loss and the assertion of a deficiency. 
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then sued for a refund. The Couzens case, however, is often held up as 
a horrible example of unfairness on the government’s part. This position, 
it seems, is supportable only if a different standard is maintained for the 
Government’s actions than for taxpayers’ actions. 

As in the case of taxpayers, the Government is estopped if it has mis- 
represented facts to the taxpayer. Since the opportunities for this are 
limited, illustrations are also limited. Another cause for estoppel is where, 
having proceeded on one theory of taxation successfully, the Government 
then shifts to another theory, for example, that a transfer involved gift 
tax liability and then that the income was taxable to the transferor because 
the gift was not valid.” A similar situation is where the Commissioner 
assigns one status to a corporation for tax purposes and another for 
denying deductions.”* Misrepresentation of facts which have bound the 
Commissioner includes cases where taxpayer is lulled into security “ or 
where the terms of a closing agreement are disregarded.”* In general, 
however, estoppel is not relied upon in these cases. Rather, the theory 
seems to be election “* and a general feeling that in these cases the Com- 
missioner, having chosen a horse, should not be permitted a remount in 
midstream. 


CLosinGc AGREEMENTS 


With estoppel raised against the taxpayer under many circumstances, 
and virtual non-application of the doctrine against the Government, it 
may seem that the cards are stacked against the taxpayer. Before assum- 
ing this position consideration may be given to two questions, i.e., is this 
situation necessary; and are protective measures offered to taxpayers as 
an offset against estoppel which will give them the Treasury’s definitive 
position on an issue and protect against changes in position? It is only 
in the light of the answers to these questions that a determination may 
be made whether the unbalance between taxpayer and Government, if there 
be one, is unfair. 

It would seem that to the first question “Is this situation necessary,” 
the answer must be “yes.” Certainly, as the court indicated in Couzens, 
supra, tax liability cannot be made to depend upon “the statements and 
conduct of a particular government officer in respect of each individual.” 
The Treasury is under obligation to administer the law correctly and must 


72 Cf. W. H. Easley, 8 T.C. 153 (1947) ; Ernest Strong, 7 T.C. 953 (1946). 

78 Ford Motor Co. v. United States, 9 F. Supp. 590 (Ct. Cl. 1935), cert. denied, 296 
U.S. 636 (1935). See also Vestal v. Comm’r, 152 F. 2d 132 (App. D.C. 1945). 

7 Borg Warner Corp. v. United States, 24 AFTR 1168 (1939). 

75 J. W. Carter Music Co. v. Bass, 20 F. 2d 390 (S.D. Tex. 1927). 

76 See discussion of distinction between estoppel and election in Merrtens, Law oF 
FeperAL INCOME TAXATION, § 60.17. 
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therefore have freedom not to be bound by actions or statements by its 
officers or employees, except under conditions specified by law. If the 
law offers the taxpayer adequate means to bind the Treasury to a position, 
it may be stated, the taxpayer cannot be heard to complain if he chooses 
not to utilize this protection. 

This poses the second question raised above, “Are adequate protective 
measures offered to taxpayers?” The answer here involves inquiry into 
the two main protective devices offered to taxpayers. Indications are that 
with respect to one at least, i.e., closing agreements with respect to pros- 
pective transactions, taxpayers are not fully aware of its utility notwith- 
standing the fact that it has been on the statute books since 1938. 

Section 3760, Internal Revenue Code, authorizes the Commissioner 
to enter into closing agreements with any person relating to the liability of 
such person (or of the person or estate for which he acts) in respect of 
any internal revenue tax for any taxable period. If such agreement is ap- 
proved by the Secretary of the Treasury (or other appropriate Treasury 
official) such agreement shall be final and conclusive and the case shall not 
be reopened by the Government as to the matters agreed upon and shall not 
be annulled, modified, set aside, or disregarded in any suit, action or pro- 
ceeding made in accordance therewith, except upon a showing of fraud or 
malfeasance, or misrepresentation of a material fact. 

The importance of closing agreements may be gleaned from the variety 
of situations which may arise where a ready and final determination of 
tax consequences before the tax return is filed is important. Questions of 
basis, for example, are a fertile field for costly and time-consuming liti- 
gation, as are questions such as the proper year to report income or deduc- 
tions, the character of income, and the non-recognition of gain or loss in 
a reorganization. All of these may be finally settled in advance of the 
transaction by the utilization of the provisions of section 3760. 

The statute, of course, only authorizes and does not require the Com- 
missioner to enter into a closing agreement with a taxpayer. It has been 
the practice of the Bureau to grant closing agreements in the proper situa- 
tions subject to two broad principles: (a) no closing agreement will be 
entered into if the question involved is in litigation or if the Bureau be- 
lieves the law on the question is controversial and a closing agreement 
would prejudice the Treasury’s interest ; (b) due to manpower shortages, 
no closing agreement will be entered into if closing agreements on the 
same subject and facts would be required for a large number of separate 
taxpayers.” 

These factors, together with the fact that counsel who are not specialists 





77 However, a closing agreement may be entered into with a representative of a group. 
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in tax matters may not be fully acquainted with the procedure, have per- 
haps not permitted as widespread utilization of closing agreements as 
might be expected.”* Indications, however, that closing agreements are 
gaining more widespread usage as time goes by with consequently greater 
protection to the taxpayer than if he proceeded willy-nilly or even on the 
basis of a Treasury ruling.” 


RECOUPMENT 


Section 3801, which allows refunds and barred deficiencies to be ad- 
justed, is not strictly speaking within the meaning of recoupment since 
it is not a defense measure. However, within its scope, it offers protection 
to taxpayers which would not be available against the Government on the 
ordinary principles of estoppel.*° For example, a taxpayer reports an item 
as income in 1940 on the basis of the views of a revenue agent; actually 
it is taxable in 1945 and in that year the Government claims tax via a 
deficiency assessment. In the absence of section 3801 the taxpayer would 
be liable for tax in 1945 and estopped from getting a refund of the earlier 
paid taxes.** In a converse of this situation, this section would also apply 
against the taxpayer; therefore this section is not an unmixed blessing. 
However, its purpose was to mitigate the statute of limitations since “it 
was never intended that the statute of limitations should have the result 
of allowing either taxpayer or Commissioner to reap a double advantage 
from its operation by assuming in one year a position inconsistent with 
that taken in a barred year.” * Since, ordinarily, the Government, pro- 
tected against estoppel, was in a readier position to reap such advantages, 
the importance of section 3801 within its sphere should not be under- 
estimated as protective to the taxpayer. 


78 For the fiscal year 1946, 151 closing agreement cases were received by the Tech- 
nical Staff, Bureau of Internal Revenue. (Source: Annual Report of the Commissioner 
of Internal Revenue, 1946). This does not represent total applications received by the 
Bureau, but only those received by the Technical Staff after processing in the Income 
Tax Unit. Comprehensive statistics on closing agreements are not available. 

79 While the Commissioner is not bound by a ruling, he does have authority under 
L.R.C. § 3791(b), to refrain from applying a ruling retroactively and where it is shown 
that a taxpayer, without misrepresentation or fraud, has obtained a ruling and relied 
thereon, there is a tendency to mitigate the effects of a subsequent ruling by limiting 
its retroactive application. 

80 For a searching analysis of the provision, see Maguire, Surrey and Traynor, 
Section 820 of the Revenue Act of 1938, 48 Yate L.J. 509 (1939). 

81 See I.R.C. § 3775; McEachern v. Rose, 302 U.S. 56 (1937) ; Lewis v. Reynolds, 284 
U.S. 281 (1932); cf. Crocker v. Malley, 249 U.S. 223 (1919); Bull v. United States, 
295 U.S. 247 (1935) ; Stone v. White, 301 U.S. 532 (1937) ; Rothensies v. The Electric 
Storage Battery Co., 329 U.S. 296 (1946). 

82 Tarleau, Closing Agreements Obtainable Relating to Current or Future Taxable 
Year, THE ConTROLLER, Nov. 1938, 330, 336. 
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Section 3801 has limited application since (1) only income and profits 
taxes under Chapter 1 and Subchapters A, B, D and E of Chapter 2 may 
be involved, (2) the error and the determination (as defined by section 
3801 (a)), must relate to the same type of tax as enumerated in (1) 
above; (3) the determination and error must relate to the situations 
specified in section 3801(b).** These limitations restrict the benefits to 
be derived from this section and situations falling outside these specific 
types of cases continue to rest on general principles. 

The broadest class of cases which fall outside of section 3801 are those 
where the taxpayer is estopped but no inconsistent position is involved with 
respect to the proper calculation of income. Another class of situation in- 
volves an adjustment for one taxpayer because of another taxpayer’s 
error.** A third common situation falling outside of section 3801 is where 
the Commissioner asserts a deficiency by disallowing a deduction which 
the taxpayer claims in the current year, but erroneously failed to claim in 
a proper year which is now barred by the statute of limitations. The ex- 
clusion of this third type of case may be defended on the ground that 
otherwise a deduction “would never be lost, to the possible gain of un- 
scrupulous taxpayers ;. for by delaying to take a deduction until a high 
income year, one might gain an undue benefit if he were not caught and 
would lose nothing if he were caught. This may be within the area of 
cases where a hard rule is necessary for the honest in order to protect 
against the dishonest. 

Recoupment may, of course, proceed on general equitable principles. 


83 Said section provides: “Circumstances of Adjustment.— 

When a determination under the income tax laws— 

(1) Requires the inclusion in gross income of an item which was erroneously included 
in the gross income of the taxpayer for another taxable year or in the gross income of 
a related taxpayer ; or 

(2) Allows a deduction or credit which was erroneously allowed to the taxpayer for 
another taxable year or to a related taxpayer; or 

(3) Requires the exclusion from gross income of an item with respect to which tax 
was paid and which was erroneously excluded or omitted from the gross income of the 
taxpayer for another taxable year or from the gross income of a related taxpayer; or 

(4) Allows or disallows any of the additional deductions allowable in computing the 
net income of estates or trusts, or requires or denies any of the inclusions in the compu- 
tation of net income of the beneficiaries, heirs, or legatees, specified in section 162(b) 
and (c) of chapter 1, and corresponding sections of prior revenue Acts, and the correla- 
tive inclusion or deduction, as the case may be, has been erroneously excluded, omitted, 
or included, or disallowed, omitted, or allowed, as the case may be, in respect of the 
related taxpayer; or 

(5) Determines the basis of property for depletion, exhaustion, wear and tear, or obso- 
lescence, or for gain or loss on a sale or exchange, and in respect of any transaction upon 
which such basis depends there was an erroneous inclusion in or omission from’ the gross 
income of, or an erroneous recognition or nonrecognition of gain or loss to, the taxpayer 
or any person who acquired title to such property in such transaction and from whom 
mediately or immediately the taxpayer derived title subsequent to such transaction... . 


84 Except “related” taxpayers, i.e., taxpayc: and spouse; grantor and fiduciary; grantor 
and beneficiary; fiduciary and beneficiary, legatee or heir; decedent and decedent’s 
estate ; partners. 
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However, these must be qualified by the provisions of sections 3770 
(a) (2), 3774(a) and 3775.*° These sections provide that the payment 
of any tax after the statute of limitations has run on its collection shall be 
deemed an overpayment to be refunded or credited upon proper applica- 
tion; that in the reverse situation, any refund is erroneous if made after 
the expiration of the statute of limitations; and that any credit is void if 
the deficiency or the overpayment is barred by the statute of limitations. 
The taxpayer benefits from these provisions to the extent that an over- 
payment of tax cannot be claimed by the Government as a credit against 
a deficiency in tax barred by the statute of limitations; the Government 
benefits from these provisions in the converse situation, i.e., the taxpayer 
cannot credit a barred overpayment against an outstanding deficiency. 
In both cases, however, it might seem that these provisions are incon- 
sistent with adjustments involving statute of limitation problems other 
than those in section 3801. Case law, while far from clear, indicates that 
this is not so. 

The first Supreme Court case in which these provisions were directly 
discussed was Stone v. White, supra. In that case, the Government de- 
fended in recoupment on the ground that the beneficiary should have paid 
the income tax.** The Court held that recoupment was proper notwith- 
standing the statute of limitations.** Mr. Justice Stone stated that, 

. it would be an unreasonable construction of the statute not called for 
by its words, to hold that it is intended to deprive the Government of defenses 
based on special equities establishing its right to withhold a refund from the 
demanding taxpayer. 


Consistency being no fetish of great minds, the same Court, speaking” 
again through Mr. Justice Stone, came to an opposite conclusion six 
months later in its decision in McEachern v. Rose * from that in Stone v. 
White on the grounds that in Stone v. White the overpayment was by one 
taxpayer and the deficiency by another while in the present case only one 
taxpayer is involved. In such circumstances, the Court held that the ap- 
plicable statutes “preclude the Government from taking any benefit from 
the taxpayer’s overpayment by crediting it against an unpaid tax whose 
collection has been barred by limitation.” When it is recalled that in 
Stone v. White the Court pointed out that the relationship between the 


85 Discussions of these sections often denote them by reference to the sections in the 
original enacting act—§§ 607, 608, 609, Revenue Act of 1928. 

86 See discussion supra under heading Failure to indicate proper taxpayer. 

87In Bull v. United States, 295 U.S. 247 (1935) the Supreme Court had stated two 
years before Stone v. White that recoupment as a defense “is never barred by the 
statute of limitations so long as the main action itself is timely.” 


88 302 U.S. 56 (1937). 
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two taxpayers (1.e., the testator’s wife would benefit from any recovery 
made by the trust) was such that the two taxpayers could be treated as if 
they were the same, the basis for distinguishing McEachern v. Rose 
seems questionable. It seems therefore that at the present writing the 
defense of recoupment, except in the strict Stone v. White situation is not 
available to the Government in statute of limitation cases. Other decisions 
since McEachern v. Rose continue the rule.*° 

The rule with respect to the application of the statute to recoupment 
pleas by taxpayers is somewhat confused but is more readily available than 
in pleas by the Government for recoupment. On the side of no recoup- 
ment in situations unlike Stone v. White are two Court of Claims cases 
during the last ten years.°? On the side of recoupment for the taxpayers 
in similar situations are also a number of cases including decisions in the 
Supreme Court.” The decision of the Supreme Court in Rotheunsies v. 
Electric Storage Battery Company ** represents the most recent expression 
of views on the problem. In that case the taxpayer had paid excise taxes 
erroneously during the years 1919-1936. In 1935, refund was made for 
the open years 1923-26 and such refund was included in gross income for 
1935 and income tax thereon paid. After claim for refund, suit was 
instituted based, among other things, on a claim that if the refunded 
amounts constituted taxable income, the taxpayer was entitled to recoup 
from such tax the barred excises.** In view of the conflict on the question, 
the lower Court’s failure to note the most recent expression of the Supreme 
Court on the general subject and reliance on the general equity involved 
rather than the statutory requirement, it might have been anticipated that 
the Supreme Court would have supplied a definitive decision clarifying 
the obverse of the McEachern v. Rose coin. Instead the Court disposed 
of the case on the sole ground that the taxpayer’s claim and the Govern- 
ment’s claim did not arise from the same transaction so that recoupment 
was, in any event, improper. As a result, this aspect continues muddy, 
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89 Lyeth v. Hoey, 112 F. 2d 4 (C.C.A. 2d 1940); Rotenburg v. Sheenan, 48 F. Supp. 
584 (E.D. Mo. 1943); American Light & Traction Co. v. Harrison, 142 F. 2d 639 
(C.C.A. 7th 1944). 

90 Lynchburg Coal & Coke Co. v. United States, 47 F. Supp. 916 (Ct. Cl. 1942); Hall 
v. United States, 43 F. Supp. 130 (Ct. Cl. 1942), cert. denied, 316 U.S. 664 (1942). 

91 Dixie Margarine Co. v. Comm’r, 115 F. 2d 445 (C.C.A. 6th 1940); Comm’r v. 
Gooch Co., 320 U.S. 418 (1943). See also Mills v. United States, 35 F. Supp. 738 
(N.D.N.Y. 1940). 

92 329 U.S. 296 (1946). 

93 The taxpayer won in both the District Court and Circuit Court of Appeals (3rd 
Circuit). Neither Court discussed McEachern v. Rose or §§3770(a) (2), 3774(c) or 
3775, I.R.C. It may be noted that the facts are almost identical with Dixie Margarine Co. 
v. Comm’r, supra. 
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but as of now at least, there is considerable authority that insofar as the 
taxpayer is concerned, recoupment is a general equitable remedy not cur- 
tailed by the statute; whereas recoupment insofar as the Government is 
concerned is, on the basis of McEachern v. Rose, not a general equitable 
remedy and is curtailed by the statute. 


ADEQUACY OF REMEDIES 


Both closing agreements and recoupment offer, at present, restricted 
protection to taxpayers although the elements of adequate protection are 
contained in both. 

While on the one hand efficient administration and protection of the 
revenues cannot permit the Government to be bound by the opinion of 
any of its officers or employees, taxpayers on the other hand seem entitled 
to be able to receive the official and binding views of what position the 
Treasury will take in a given situation. Here, the responsibility seems to 
be on both the taxpayer and the Government. The taxpayer should avail 
himself fully of the opportunities for definitive opinions of the Treasury 
offered by virtue of section 3760, Internal Revenue Code; the Treasury 
should expand its activities and simplify closing agreement procedures 
so that it is available in a greater variety of cases and to a greater number 
of taxpayers. 

In the field of recoupment, judicial opinion has not contributed to the 
clarity of that equitable defense. It may be desirable to consider broaden- 
ing the provisions of section 3801, Internal Revenue Code, to cover a 
greater variety of cases and to replace to a greater extent the general 
equitable defense of recoupment with clear and broad statutory classifica- 
tion of instances where barred refunds and deficiencies may be adjusted. 


CONCLUSION 


Estoppel comes into play against taxpayers with great frequency and in 
a myriad of circumstances, while coming into play against the Govern- 
ment only rarely. This is due to the fact that the main factor in raising the 
issue of estoppel, i.¢., misrepresentation of fact, is more frequently a 
taxpayer fault than a Government fault. 

The largest area where estoppel will not come into effect against the 
Government is with respect to opinions or rulings issued by the Treasury. 
While efficient administration requires freedom of action by the Govern- 
ment, the question is raised whether taxpayers are not entitled to other 
protections to offset the fact that taxpayers cannot hold the Treasury to 
its position on a question by way of estoppel. 
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Two major protections offered to taxpayers in this connection are 
closing agreements and recoupment. Both of these now have only limited 
application. Expansion of the closing agreement activities and clarifica- 
tion of the scope of recoupment by statute would go far toward offering 
protections to taxpayers in areas where estoppel against the Government 
is inoperative. 




















Section 725: 
Personal Service Corporations 


SYDNEY A. GUTKIN 


( iniaviwies which qualified as personal service corporations within the 
meaning of the present statutory definition are accorded preferential treat- 
ment in that they may have elected to be exempt from the excess profits 
tax and to have their undistributed income taxed to their stockholders. 
Section 725 of the Code governs the definition as well as the election and 
effect thereof. This section was added to the Code by section 201 of the 
Second Revenue Act of 1940. The last sentence of section 725(b) was 
added by section 223(b) of the Revenue Act of 1942, and, as indicated 
by section 201 of said Act, is applicable only with respect to taxable years 
beginning after Dec. 31, 1941. 

So far as is known, only one case has been decided under the present 
section. Inasmuch as the provisions of earlier legislation with respect to 
personal service corporations are substantially similar to those of the 
Revenue Act of 1942, decisions: under the earlier Acts will be of material 
help in the construction and interpretation of the present provisions. 


LEGISLATIVE HISTORY 


Under the Revenue Acts of 1918 and 1921, a personal service corpora- 
tion was defined as a corporation of which the income was ascribed 
primarily to the activities of the principal owners or stockholders who 
were themselves regularly engaged in the active conduct of the affairs of 
the corporation and in which capital (whether invested or borrowed) was 
not a material income-producing factor. Foreign corporations could not 
qualify as personal service corporations, nor could any corporation of 
which 50 per cent or more of the gross income consisted of gains, profits, 
or income derived from trading as a principal or of gains, profits, com- 


Sypney A. Gutxin (B.S., LL.B.) is a member of the New Jersey, New York and 
District of Columbia Bars; formerly in Chief Counsel’s Office, Bureau of Internal Reve- 
nue; lecturer, N. Y. and N. J. Practising Law Institutes, N. Y. U. Federal Tax Institute 
and Penn, State College; contributor to various legal periodicals. 

Appreciation is acknowledged for the assistance of David Beck of the N. J. Bar, in 
connection with preparation of the original manuscript and of Abraham J. Goodman of 
the Michigan Bar, in connection with the revision thereof. 
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missions, or other income derived from certain government or war 
contracts.* 

Upon its qualifying as a personal service corporation within the fore- 
going definition, a corporation relieved itself of liability for the income, 
war profits, and excess profits taxes imposed by the respective Acts.” It 
was provided, however, that the individual stockholders of such personal 
service corporations were to be taxed in the same manner as the members 
of partnerships, that amounts distributed by such a corporation during its 
taxable year were to be accounted for by the distributees, and that any 
portion of the net income remaining undistributed at the close of its 
taxable year was to be taken up by the stockholders of such corporation 
at the close of its taxable year in proportion to their respective shares.* 

The personal service corporation exemption was abolished as of De- 
cember 31, 1921, by section 218(d) of the Revenue Act of 1921. This 
was in large measure due to the decision of the U. S. Supreme Court in 
Eisner v. Macomber,* which threw doubt upon the constitutionality of 
the provisions effecting a tax on shareholders for undistributed income of 
a corporation, thus ignoring the separateness of the corporate entity.” Al- 
though the Treasury took the position that the enforcement of the pro- 
visions of sections 200 and 218(e) of the Revenue Act of 1918 was not 
affected by the decision in Eisner v. Macomber,’ Congress remained 
sensitive to the possibility that the provisions might be declared unconsti- 
tutional.’ By section 1332 of the Revenue Act of 1921, it provided that, 
in the event the foregoing provisions should be declared unconstitutional, 
corporations that had qualified as personal service corporations were to be 
taxed for the years 1918-1921 upon the same basis as other corporations. 





1 Sec. 200, Revenue Act of 1918; Sec. 200(5), Revenue Act of 1921. 

2 Secs. 231(14) and 304(a) of each of the Revenue Acts of 1918 and 1921. 

3 Sec. 218(e), Revenue Act of 1918; Sec. 218(d), Revenue Act of 1921. Sec. 209 of the 
Revenue Act of 1917 had imposed upon a trade or business having no invested capital or 
no more than a nominal capital a tax of 8% of the net income of such trade or business, in 
excess of certain allowable deductions, in lieu of the regular taxing provisions of Sec. 201. 
Article 74 of the applicable regulations (Reg. 41) defined nominal capital to mean a 
small or negligible capital the use of which in a particular trade or business was inci- 
dental. This provision was omitted from the Revenue Acts of 1918 and 1921, both of 
which exempted personal service corporations from tax. Inasmuch as the latter Acts are 
thought to be the real forerunners of the present law and most of the litigation arose 
with respect to their interpretation, references will for the most part be confined to them. 

4252 U.S. 189 (1920), 40 Sun. Ct. 189. 

5 See Hearings before Committee on Ways and Means, 66th Cong., 2d Sess. 38-40 
(Mar. 18-19, 1920) ; Note, 41 Cor. L. Rev. 296, 299-300 (1941). 

63 Cum. Butt. 198 (1920). 

7 See SENATE FINANCE COMMITTEE REP. on the Revenue Act of 1921, 34; 1939-1 Cum. 
Buty, (2) 205 (1939). 

















1947] SECTION 725: PERSONAL SERVICE CORPORATIONS 91 


The constitutional issue as to the earlier Acts has never been decided, 
nor does it appear to have caused any concern in Congressional circles, 
in connection with the introduction of similar provisions under the Second 
Revenue Act of 1940. The Committee Reports and Hearings indicate that 
Congress merely assumed that the taxation of undistributed income in the 
manner set forth in the Act was constitutionally valid. 

The problem that Congress appears to have considered primary in 
regard to personal service corporations was the establishment of criteria 
necessary to qualify a corporation within the personal service corporation 
classification. The resulting legislation was a compromise between the 
House and Senate proposals. Under the law each component of the 
statutory definition must be present. A personal service corporation is a 
domestic corporation: * (a) the income of which is to be ascribed pri- 
marily to the activities of its shareholders; (b) the shareholders of which 
a._ regularly engaged in the active conduct of the affairs of the corpora- 
tion and are the owners at all times during the taxable year of at least 
70 per cent in value of each class of stock of the corporation; (c) wherein 
capital is not a material income-producing factor; and (d) less than 50 
per cent of its gross income consists of gains, profits or income derived 
from trading as a principal. For the purposes of the stock-ownership test, 
an individual is considered as owning stock owned by his spouse or minor 
child or by any guardian or trustee representing them. 


-. PURPOSE OF THE LAW 


Section 725 was included in the present law to accomplish, in a limited 
way, what the Revenue Acts of 1918 and 1921 accomplished with abandon. 
Under both the old and the new legislation, Congress recognized that 
where a corporation’s income was primarily the result of the personal 
services and activities of its owners or shareholders and where capital 
was not material to the production of its income, the earnings of the cor- 
poration were really the earnings of the individuals composing it. It was 
thought equitable that the individuals should bear the burden of the tax 
and that, for this purpose, the corporate entity should be ignored. 

To effectuate this, the earlier Acts provided that once a corporation 
qualified as a personal service corporation, it relieved itself from all cor- 
porate taxes, including income and excess profits taxes. It was further 
provided that the individuals who were the corporate owners should be 
taxed as partners, both as to amounts distributed to them during the year 
and amounts remaining undistributed at the close of the year. 


8 Sec. 725(a) specifically excludes a foreign corporation from qualifying as a personal 
service corporation, : 


4 
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The present law afforded the personal service corporation an election 
that, if exercised, operated to relieve it of liability for excess profits taxes 
only. It remained subject to corporate normal tax and surtax. Where 
the election was availed of, the stockholders were treated like partners to 
the extent that each had to account for his distributive share of corporate 
earnings, whether they were distributed or not. That is, dividends dis- 
tributed by a personal service corporation were taxed to the individual 
stockholders ; in addition, any portion of the net income remaining un- 
distributed at the close of the taxable year was also taxed to them as con- 
structive dividends, in proportion to their interests in the manner herein- 
after set forth in detail. 


INCOME ASCRIBED PRIMARILY TO THE ACTIVITIES OF SHAREHOLDERS 


It should be noted at the outset that the term “income” as used in 
section 725 and the regulations means gross income.’® 

What is meant by “primarily”? The word is similarly used in the 
Revenue Act of 1918 in connection with the definition of a personal ser- 
vice corporation. Regulation 45, Article 1525 used the word “principally” 
synonymously with “primarily.” It was held that the words “primarily” 
as used in the Revenue Act and “principally” as used in the regulations, 
did not mean that 100 per cent of the earnings of the corporation had to 
be derived from commissions before the corporation could be classified as 
a personal service corporation. If it were otherwise, the word “primarily” 
as used in the Act and the word “principally” as used in the regulations 
would have been meaningless.” 

This reasoning and conclusion appear equally applicable to the present 
statute and regulations. Both use the word “primarily.’’ The regulations, 
furthermore, throw additional light on the meaning intended by providing 
that if individuals other than shareholders contribute “substantially” to 
the services provided by the corporation, it may possibly not qualify unless 
the contribution can be shown to have emanated from the shareholders 
themselves.** 

The phrase “activities of shareholders” caused trouble in earlier legis- 
lation, and its equivalent will probably continue to do so in the present 
legislation. “Activities,” of course, relates to personal services.** What 
constitutes personal services, whether they have been or are being rendered 
by the shareholders or by other employees in the corporation, and whether 








® Reg. 112, Sec. 35.725-2(e). 

10 A.R.R. 463, 5 Cum. Butt. 22, 25 (1921). 
11 Reg. 112, Sec. 35.725-2(c). 

12 See Reg. 45, Art. 1523. 
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the corporation’s gross income is attributable primarily to those personal 
services of the shareholders, are the problems to be answered. 

In this connection, the approach of the regulations is a negative one. 
They provide that if employees other than shareholders contribute sub- 
stantially to the services rendered by the corporation, the corporation is not 
a personal service corporation unless, in every case in which services are 
so rendered, the value of and the compensation charged for them are to 
be attributed primarily to the experience or skill of the shareholders and 
such fact is evidenced in some definite manner in the normal course of 
the business or profession.** A good case illustrating this principle is 
William Morris Enterprises, Inc.* Here, the taxpayer incorporated for 
the purpose of securing limited liability to the enterprise of William Morris 
in conducting a theatrical tour of Sir Harry Lauder in the United States 
and Canada. The only business it engaged in was the management of that 
tour. For the taxable year involved, the corporation taxpayer had only 
three stockholders—William Morris, his wife and his son. The question 
arose whether the income of the corporation was attributable primarily 
to the activities of the shareholders. In deciding in the negative the Board 
states at pages 950 to 951: 


What was the source to which taxpayer’s income was primarily attributable ? 
What did the public pay its money for? It was not to see the latest production 
staged by William Morris, but to hear the inimitable Harry ... (It) was 
the Lauder act, not the Morris production, that really drew the crowds. .. . 

We are satisfied that, while the ability of William Morris undoubtedly 
contributed to increased receipts, the profits of the taxpayer were principally 
attributable not to his activities, but to Lauder, the reputation of Lauder (and) 
the activities of Lauder (who was not a stockholder in the taxpayer cor- 
poration). ... 


Had a different type of contract been entered into between the parties and 
had Lauder hired the services of Morris, the corporation would have met 
the personal service requirements. 

In amplifying its thesis, the Board in the foregoing case pointed to 
instances where services might actually be performed by one person and 
yet be held to emanate from the skill and experience of another. Simi- 
larly, in H. K. McCann Co., Inc.® the corporation taxpayer was an ad- 
vertising agency. It rendered services in the form of giving expert ad- 
vertising counsel and advice to advertisers whom it designated as clients ; 
it investigated and studied the manufacturing, marketing, and advertising 
situation of its clients and drafted comprehensive plans to meet their ad- 


13 Reg. 112, Sec. 35.725-2(c) ; see also Reg. 45, Art. 1528. 


14] B.T.A. 946 (1925). 
15 14 B.T.A. 234 (1925). 
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vertising needs; it selected advertising media for them and prepared and 
put them into execution; and the corporation checked the results of its 
advertising plans and made necessary changes in them during the progress 
of a campaign. There were many employees whose duties lay within the 
realm of the foregoing services, and in many of which they rendered 
assistance. In holding that the taxpayer was a personal service corpora- 
tion, the Board articulated the controlling consideration in the determina- 
tion of all cases of this type: 





We have no doubt that there is a point beyond which the services of em- 
ployees may not be used without creating an organization which overshadows 
its supervisors in producing income, or so materially assists that income can 
no longer be said to be produced primarily by those who originate the business 
and supervise its execution. Whether that point has been reached must be 
decided in each case upon the facts in such case. In a business such as that 
conducted by the petitioner, the decision must turn upon the duties performed 
by the employees rather than upon their number or the salaries paid to them. 
Where, as here, employees function only under the direction of the stock- 
holders who are the creative force in the business and whose judgment and 
planning are the foundation of the service rendered; where the service for 
each client is performed according to an original plan created by the stock- 
holders who give their personal attention to the carrying out of the service, 
the presence of employees who assist in the execution of the plan does not 
negative the primary function of the stockholders in the production of 
income.*® 


In Patterson-Andress Co.,"" where the question whether the income 
could be ascribed primarily to the activities of the shareholders was 
squarely presented, the Board’s test seems more stringent than that of 
the McCann case. The Board stated that the clause 


. means more than that the stockholders shall obtain the clients and super- 
vise the work, or that clients shall look to their experience ; it means, among 
other things, that the corporation may not rely upon non-stockholders to do a 
substantial amount of the work which produces the income whether such work 


be detailed or supervisory.** 


The Board specifically stated that it did not mean to hold that personal 
service classification must be denied in all cases where there are employees 
under the supervision of stockholders, but where “employees so greatly 
outnumber the stockholders (there were 20 or more employees to 3 stock- 


16 Jd. at 248. The extent to which activities of non-stockholding employees could be 
rendered without preventing a corporation from qualifying was likewise considered in 
Atlantic Coast Distributors v. Comm’r, 33 F. 2d 733 (C.C.A. 4th 1929); Harry S. Kauf- 
man, Ltd. v. Comm’r, 25 F. 2d 44 (C.C.A. 5th 1928); New Orleans — Co., 
Ltd. v. Comm’r, 27 F. 2d 214 (C.C.A. 5th 1928). 

176 B.T.A. 392 (1927). 

18 Jd. at 399. 
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holders) and there is no evidence of the character of the services per- 
formed by most of them and they receive substantially one-half of the 
earnings other than salary, we cannot find that the income is to be 
ascribed primarily to the activities of the stockholders.” ** Where the 
function of the employees involved peculiar skill and discretion, as in 
the case of teachers *° and title abstractors ** the exemption status was 
denied. 

If the letter of the law will be followed by the courts, it seems that a 
simple way for a corporation to have avoided these difficulties would 
have been by the issuance of one qualifying share to each employee 
whose efforts are material in the production of the corporate income. In 
practical effect, an employee who owns one share of stock in a corpora- 
tion that has many shares issued and outstanding stands in no better 
position than an employee who owns none. Yet, for purposes of this 
part of the statute, the corporation would be treading on safe ground and 
would qualify if its income was primarily ascribable to the activities of 
such shareholders. It will be interesting to observe whether courts will 
imply that those whose activities are primarily responsible for the pro- 
duction of income must each own a substantial share in the corporation. 

It should be noted that the fact that the shareholders give personal at- 
tention or render valuable services to the corporation as a result of which 
its earnings are greater than those of a corporation engaged in a like or 
similar business or profession, the shareholders of which are not regularly 
engaged in the activities of the corporation, does not of itself constitute 
the corporation a personal service corporation.” That is, a corporation 
cannot constitute itself a personal service corporation by resorting to a 
comparison of gross income figures as between itself and a nonpersonal- 
service corporation engaged in the same business and by pointing to a 
comparative rendition of services by their respective shareholders. The 
test is absolute, but each case is decided upon its own facts. 


19 Td. at 398-399. To the same effect, see Medbury-Wilson Co., 1 B.T.A. 963 (1925) ; 
Emsheimer Insurance Agency, 1 B.T.A. 649 (1925); Perry Corp., 1 B.T.A. 788 (1925) ; 
Louis Hilfer Co., 9 B.T.A. 1264 (1928); Washington School of Art, 14 B.T.A. 1006 
(1929) ; James C. Erskine, 16 B.T.A. 1080 (1929); Filler, Wilson & McClelland, 20 
B.T.A. 410 (1930) ; Meinrath Brokerage Co. v. Comm’r, 35 F. 2d 614 (C.C.A. 8th 1929), 
cert. denied, 281 U.S. 738, 50 Sup. Ct. 334 (1930). Other cases recognizing that the 
number of employees may be relevant in this connection are Crider Bros. Commission Co. 
v. Comm’r, 45 F. 2d 974 (C.C.A. 8th 1930), cert. denied, 283 U.S. 834, 51 Sup, Ct. 483 
(1931) ; Atlanta-Southern Dental College v. Comm’r, 50 F. 2d 34 (C.C.A. 5th 1931). 

20 Metropolitan Business College v. Blair, 24 F. 24 176 (C.C.A. 7th 1928). But cf. 
Bryant & Stratton Commercial School, 1 B.T.A. 32 (1924); Posse-Nissen School of 
Physical Education v. United States, 25 F. 2d 748 (D.C. Mass. 1928). 

21 Cuyahoga Abstract T. & T. Co. v. Comm’r, 29 F. 2d 448 (App. D.C. 1928). 

22 Reg. 112, Sec. 35.725-2(c) ; see also Regs. 45 and 62, Art. 1528. 
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The determination whether the activities in question are attributable 
to “shareholders” will not be as difficult as it was under the Revenue Acts 
of 1918 and 1921. Under the earlier legislation, the activities had to be 
attributable to the “principal owners or stockholders.” ** Although regu- 
lations under the Revenue Act of 1918 prescribed that 80 per cent of the 
stock of a corporation had to be held by individuals regularly engaged in 
the active conduct of the corporation’s affairs to constitute them its “‘prin- 
cipal owners or stockholders,” ** courts considered the 80 per cent line as a 
gui'e rather than a condition precedent and decided each case upon its own 
facts without determining any fixed rules as to percentages of stock owner- 
ship.” The only question to be determined under the Revenue Act of 
1940 regarding this is whether the person in question is or is not a share- 
holder, either actually or constructively. 

‘In a great measure, the Treasury Department arrives at a classifica- 
tion of “activities” the income from which is primarily attributable to 
shareholders by virtue of a process of elimination. The regulations pro- 
vide that income of a corporation from merchandising or trading as a 
principal, directly or indirectly, in commodities or in the services of others 
is not to be ascribed primarily to the activities of its shareholders. If 
either as a matter of business policy or by contract, the corporation as- 
sumes any such risks as those of market fluctuations, bad debts, or failure 
to accept shipments, or if it guarantees the accounts of the purchaser or 
is in any way accountable to the seller for the payment of the purchase 
price, the transaction is one of merchandising or trading. This is true 
even though the goods are shipped directly from the producer to the con- 
sumer and are never actually in the possession of the corporation. Where 
the activity is characterized by one of the foregoing incidents, the fact 
that earnings of the corporation are termed “fees” or “commissions” is 
not in and of itself controlling ; the Treasury will not permit a corporation 


23 Revenue Act of 1918, Sec. 200; Revenue Act of 1921, Sec. 200(5). 

24 Reg. 45, Art. 1529. To the same effect see statement of John L. Sullivan, Assistant 
Secretary of the Treasury, Joint Hearings before the House Ways and Means Committee 
and the Senate Finance Committee, Aug. 10, 1940, 91. 

25 Edward P. Allison Co., Inc. v. Comm’r, 63 F. 2d 553 (C.C.A. 8th 1933), rehearing 
denied 1933, and cases cited therein. For example, in Martin Advertising Agency, 11 
B.T.A. 162 (1928), a stockholder owning 20% of the stock was not considered a prin- 
cipal stockholder; in Federal Advertising Agency, Inc. 19 B.T.A. 1126 (1930), stock- 
holders owning 23 and 18.7% were not considered principal stockholders. On the other 
hand, stockholders were held to be principal ones where their stock percentages were as 
follows: Harry S. Kaufman, Ltd. v. Comm’r, 24 F. 2d 44 (C.C.A. 5th 1928) (80%) ; 
Andrews-Bradshaw Co. v. United States, 65 Ct. Cl. 354 (1928) (77.6%); Robischon & 
Peckham Co., 11 B.T.A. 483 (20.8%); Chappelow Advertising Co., 13 B.T.A. 1090 
(35%) ; Lee Livestock Commission Co. v. Comm’r, 7 B.T.A. 532 (27%) ; J. T. Crane, 19 
B.T.A. 881 (86%); Biscayne Engineering Co., 15 B.T.A. 90 (12% and 21%). 
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to pull itself up by its own bootstraps. If a commission or a fee in a 
transaction is based on a difference in the prices at which the seller sells 
and the buyer buys, there is a presumption that the transaction is one of 
merchandising or trading, which the taxpayer has the burden of refuting 
in the usual way. Where the income of a corporation is derived from 
the conduct of an auction, agency, brokerage, or commission business 
strictly on the basis of a fee or commission, said income may be ascribed 
to the activities of the shareholders.** The inconsistency of the regula- 
tions in providing that income from trading in the services of others is not 
considered as the rendering of personal services, whereas conducting any 
agency or brokerage business strictly on the basis of a fee or commission 
is so considered, has been pointed out.?” Inasmuch as most brokerage 
and agency businesses use the services of others, there would appear to 
be a trading in their services to that extent. In short, for the purpose of 
administering section 725, the Treasury has drawn a distinction between 
corporations of which the gross income was either the result of or attribu- 
table to the personal efforts of its shareholders, and those of which the 
income was the result of business operations involving trading, mer- 
chandising, manufacturing, or other activities involving the use of capital.” 

In determining whether the income is so ascribable, the regulations 
have laid down a test requiring, on the one hand, that services rendered 
should be attributed primarily to the direction, experience, and skill of 
its shareholders and, on the other hand, that the income of the corpora- 
tion should not be derived from certain types of risks, guarantees, and 
tradings. Under the earlier laws, there appears to have been a tendency 
for courts to lay greater weight on the former test, even to the extent of 
occasionally overriding the latter. An examination of cases litigated under 
the earlier legislation indicates that they sometimes permitted the type 
of risks, guarantees, and tradings now stated to disqualify a corporation, 
where there was actual procurement of the gross income under the direct 
influence of the stockholder management. This may have stemmed from 
an interpretation of an extension of language such as appears in Regula- 
tion 45, Article 741 (under the Revenue Act of 1918), which recognized 
that a corporation might ordinarily employ an amount of invested capital 
to be used, among other things, for “credit advances to clients,” at the 
same time preserving its identity as a personal service corporation. No 
such language appears in the present regulations. Nor is it likely that 
courts will feel freely disposed to extend the plain meaning of the law for 


26 See Reg. 112, Sec. 35.725-2(c) ; Regs. 45 and 62, Art. 1525. 

27 MONTGOMERY, FEDERAL TAX Hanpsook, II. 1416 (1940-1941). See section “Trap- 
ING AS A PRINCIPAL, infra. 

28 See section “CAPITAL AS A MATERIAL INCOME PropuctNnG Factor,” infra. 
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the purpose of exempting a corporation. It will be remembered that much 
of the litigation with respect to personal service corporations under the 
earlier Acts took place in the years 1925-1929, when the condition of the 
national treasury was good. It is expected that courts will assume a more 
vigilant attitude in its scrutiny of tax cases for a long time to come.” 

It is not uncommon for corporations to be engaged in two or more 
businesses or professions which are related but one of which does not 
consist in rendering personal services. Thus, an engineering concern 
may also engage in contracting, which amounts to trading in materials 
or labor, or a brokerage concern may guarantee some of its accounts, or 
a photographic concern may sell pictures, frames, art goods, and supplies. 
In such instances the corporation is not a personal service corporation 
unless the activities of the corporation consisting of the nonpersonal 
elements, are negligible or incidental and unless no appreciable part of the 
earnings is to be ascribed to such nonpersonal activities. 

Under the present statute, there is no multiple concept; a corporation 
either qualifies or does not qualify as a personal service corporation. The 
Revenue Acts of 1918 and 1921 permitted a corporation to benefit by the 
personal service corporation provisions provided therein, even though 
part of its income was concededly derived from nonpersonal sources. By 
section 303 of each Act, Congress acknowledged that some preferential 
treatment was to be given to corporations wherein personal services and 
invested capital each produced income. This section extended a limited 
exemption to a part personal service and a part capitalized corporation, 
but only where the personal service branch was distinct and separate from 
the nonpersonal service branches, to the extent that it could meet the 
regular exemption requirements for pure personal service corporations, 
were it not for the nonpersonal elements. This section was productive 
of much litigation, cases turning on whether the necessary separation and 
segregation of income and activity existed.*° 

The elimination of the limited exemption provisions from the present 
law removed a thorn from the side of the government. But it remains to 
be seen whether, in the final analysis, the desired purpose in that connection 
will be accomplished. When will the nonpersonal activities of a corpora- 
tion be held “negligible or merely incidental,” and when can earnings 
attributable to nonpersonal elements be considered “appreciable”? The net 


2° See Note, 41 Cor. L. Rev. 296 (1941). 

30H. F. Suhr & Co., 5 B.T.A. 95 (1926); C. Trevor Dunham, Inc., 5 B.T.A. 344 
(1926); Johnson Undertaking Co., Inc., 8 B.T.A. 1182 (1927); Wheeler, Kelly and 
Hagney Co., 11 B.T.A. 656 (1928); J. H. Lane & Co., Inc. v. United States, 62 Ct. Cl. 
721 (1927), cert. denied, 274 U.S. 742; Edward P. Allison Company, Inc. v. Comm’r, 
63 F. 2d 553 (C.C.A. 8th 1932) ; Comm’r v. Winkler & Bro. Co., 53 F. 2d 580 (C.C.A. 
6th 1931). 

















1947] SECTION 725: PERSONAL SERVICE CORPORATIONS 99 


effect may be that the Treasury Department may find itself burdened with 
as much litigation regarding the construction of these words as it was in 
its attempt to administer section 303, without giving taxpayers the benefit 
of the advantages originally afforded thereby. 


Stock INTEREST OF SHAREHOLDERS 


The shareholders to whose activities the income of the corporation is 
primarily ascribable must be regularly engaged in the active conduct of 
the corporation’s affairs and must, at all times during the taxable year, own 
at least 70 per cent in value of each class of stock of the corporation.™ 
This appears to create a more stringent standard than existed under the 
Revenue Acts of 1918 and 1921. Although a greater percentage of stock 
ownership (80 per cent) was required under regulations issued pursuant to 
the latter Acts,*’ the present section is clear in requiring that the qualifying 
shareholders must, at all times throughout the year, own the requisite 
percentage in value of each class of issued and outstanding stock. The 
fact that stock may change hands during the course of the year is not im- 
portant and does not ipso facto deprive a personal service corporation of 
its exemption. However, if at any time during the taxable year, the 
ownership of more than 30 per cent in value of the shares of any class of 
stock passes into the hands of persons not regularly engaged in the active 
conduct of the affairs of the corporation, the exemption is deemed lost.** 
Frequent changes in the ownership of stock will be evidential as to whether 
the stockholders are regularly and actively engaged in the affairs of the 
corporation.** 

Do the statute and regulations envisage a change of ownership by 
voluntary act of the parties or are changes that take place purely by opera- 
tion of law to be governed by the same rules? That is, suppose a stock- 
holder within the 70 per cent group dies and his shares pass into the hands 
of his heirs? Suppose he becomes physically incapacitated and completely 
unable to perform actively on behalf of the corporation? . Regulations 
under the earlier acts provided that the incapacity, retirement, or death of 
a principal owner or stockholder who had been actively engaged in the 
conduct of the corporate affairs would not be deemed to make any change 
in the status of the corporation during a reasonable time thereafter.** 


81 Reg. 112, Sec. 35.725-2(b). 

82 Regs. 45 and 62, Art. 1529. 

38 Reg. 112, Sec. 35.725-2(b). 

34 See Regs. 45 and 62, Art. 1530. 

85 Regs. 45 and 62, Art. 1530. See J. & O. Altschul Tobacco Co. v. Comm’r, 42 F. 
2d 609 (C.C.A. 5th 1930), where personal service classification was lost because 60% 
of the stock was held by the estate of deceased stockholder. 
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There are no similar provisions in the present regulations, but it is thought 
that situations of this type will be treated as formerly. 

For purposes of the stock ownership rule, section 725 has introduced 
the concept of constructive ownership. If stock is owned by the spouse or 
minor child of an individual or by the guardian or trustee of such spouse 
or child, such stock is treated as being owned by such individual. And 
it makes no difference whether the income-producing spouse has actual 
ownership of any of the stock. This issue was decided by the Tax Court 
in the earliest opinion promulgated by it under the present statute, Van 
Hummell, Inc.** In this case the corporate taxpayer’s income was attrib- 
uted primarily to the activities of its president and general manager, both 
of whom were regularly engaged in the active conduct of its affairs. The 
president owned two-thirds of the stock, and the general manager’s wife 
owned the other one-third. The issue presented was whether the non- 
stockholding spouse was.a shareholder within the meaning of section 725. 
The court held for the taxpayer, stating that actual ownership of stock 
was not a prerequisite to the invocation of the rule. The court points out 
that Congress deliberately intended that the earlier rule requiring actual 
ownership be changed.” 

Balancing the liberal concept regarding the ownership of stock is one 
restricting the type of owner the law will recognize. Thus, a corporation 
will not be considered a personal service corporation if another corporation 
owns more than 30 per cent in value of any class of its stock at any time 
during its taxable year. The regulations point out that, inasmuch as a 
corporation is an artificial entity, it cannot itself be regularly engaged in 
the active conduct of the affairs of another corporation within the mean- 
ing of the statute.** But suppose that the corporation owning more than 
30 per cent of the stock of a personal service corporation is itself a personal 
service corporation. 

Regulations under the Revenue Acts of 1918 and 1921 provided that a 
corporation could not be regarded as a personal service corporation if 
another corporation owned or controlled substantially all its stock.* 
Cases arrived at the same result, the premise being that “Congress in- 
tended that the activities be personal in the sense of being individual. 
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863 T.C. 101 (1944). 

87 Citing inter alia Boyd Tax Service Corporation, 1 B.T.A. 346 (1923). In the Boyd 
case, Boyd owned one share in the corporation, and his wife owned the other 29. She 
was not regularly engaged in the active conduct of the corporate affairs. Personal ser- 
vice classification was denied, the Board stating that the “relationship of husband and 
wife gives neither . . . any legal control over property that belongs exclusively to the 
other.” (p. 349) 

38 Reg. 112, Sec. 35-725-2(b). 

39 Regs. 45 and 62, Art. 1525; A.R.R. 46, 2 Cum. Butt. 17 (1920). 
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Without question a corporation cannot be said to have individual activities. 
It is an artificial entity, the activities of which are necessarily vicarious 
and not individual.” *° The Treasury Department recognized at an early 
date that there was no sound reason for the foregoing rule where the 
subsidiary, as well as the parent corporation, was engaged in the rendering 
of personal service. It therefore amended Regulation 45, Article 1524 to 
extend the personal service classification to such a situation. 

The present regulations can be compared with the earlier regulations 
prior to their amendment. Whether the courts will read into the present 
provisions what was explicitly stated in earlier ones is a matter of specu- 
lation. It would seem, however, that whatever objection the present regu- 
lations were designed to eliminate would have disappeared in and of 
itself, whenever the stock of the corporation seeking to qualify was held 
by a personal service corporation. 


SHAREHOLDERS REGULARLY ENGAGED IN THE ACTIVE CONDUCT OF THE 
AFFAIRS OF THE CORPORATION 


One of the prerequisites to personal service classification is that the 
shareholders who own at all times during the taxable year at least 70 
per cent in value of each class of stock must be regularly engaged in the 
active conduct of the affairs of the corporation. It is not considered 
sufficient that these shareholders devote some of their time to the affairs 
of the corporation. They must with regularity devote substantial time 
and energy to the conduct of the corporation affairs.* 

Cases decided under the Revenue Acts of 1918 and 1921 involved the 
problem of what is meant by being “regularly” engaged and the effect 
thereon of simultaneous employment in another corporation. In Matteson 
Co. v. Willcuts,** the court stated : 


The law no doubt contemplates such regularity and such continuity of 
service as would not permit a stockholder, seeking to qualify under the 
requirement, to apportion his time and energies between or among different 
corporations. If one of the principal stockholders might be permitted to 
give a trifling part of his time and energies to the affairs of such a corpora- 
tion, then all might be so privileged and before long the requirements of the 
law would be substantially ignored. The intent of the law is that each such 
stockholder must be devoting his time and his energies in substantial measure 
to the corporation in question. 


40 Hanley-Ried & Co., 2 B.T.A. 315, 318 (1925). See also Manufacturers Insurance 
Agency Co., 8 B.T.A. 44 (1927) ; Gus Sun Booking Exchange Co., 9 B.T.A. 1197 (1928). 

41 A.R.R. 46, 2 Cum. Butt, 17 (1920). 

42 Reg. 112, Sec. 35.725-2(d). 

4812 F. 2d 447, 449 (D.C. Minn. 1926). 
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Although the import of this decision was that a shareholder could not be 
regularly engaged in the active conduct of the affairs of two corporations 
at the same time so that both or all corporations could qualify as personal 
service corporations, it was not interpreted to prevent a corporation from 
qualifying where one of its principal stockholders did take part in the 
affairs of another corporation. In fact, in New Orleans Shipwright Co. v. 
Commissioner,“ all the stockholders were engaged in other occupations. 
The court felt that this had “no bearing on the case, as it is not merely the 
amount of time given to the superintendence of the affairs of the cor- 
poration, but the income-producing activities of the stockholders that 
governs . "ne 

It has been held, furthermore, that the language of section 200 of the 
Revenue Acts of 1918 and 1921 was not susceptible of a construction so 
narrow as to exclude all outside activities of the principal owners or 
stockholders. It was pointed out that the language used therein was 
“regularly engaged” and not “exclusively engaged.” *° The Circuit Court 
of Appeals in the Atlantic Distributors case held a corporation entitled 
to exemption under the Revenue Act of 1918 where it appeared that its 
president, one of two stockholders, gave “several hours every day to the 
direction of the business . . . that he fixed prices, saw customers, 
generally exercised a supervisory control, and was at all times available for 
consultations as to any question that arose,” and that he “was the active 
and actual head of the business.” ** Under this decision it would not seem 
to be too difficult for one individual to be the guiding and active force in 
two corporations. How this course of conduct would fit into the pattern 
outlined by the present regulations to the effect that shareholders devoting 
some of their time is not sufficient to qualify a corporation, remains to 
be seen. Whether regularly devoting one-half or one-third of their 
regular working day to the corporation seeking to qualify would constitute 
“substantial” time is equally problematical, although apparently within 
the Atlantic Distributors decision. 

One problem that is expected to arise is the effect of the temporary 
absence of a stockholder from the corporation because of his service in 
the armed forces. This question arose under the Revenue Act of 1918 
where one of three stockholders, owning 22.4 per cent of the stock, was 
absent from a corporation for approximately 15 months, serving in France 
during the First World War.** In holding the corporation a personal 


4427 F. 2d 214, 215(C.C.A. 5th 1928). 

45 Fuller & Smith v. Routzahn, 23 F. 2d 959, 962 (D.C. Ohio 1927). See also Lee 
Live Stock Commission Co., 7 B.T.A. 532 (1927) ; Harry S. Kaufman, Ltd. v. Comm’r, 
24 F. 2d 44 (C.C.A. 5th 1928); Weill-Jameson Co., 13 B.T.A. 1342 (1928). 

46 Atlantic Coast Distributors v. Comm’r, 33 F. 2d 733, 737 (C.C.A. 4th 1929). 
47 Andrews-Bradshaw Company v. United States, 65 Ct. Cl. 354, 5 USTC 5643 (1928). 
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service corporation, the court stated that the absentee, “as a matter of 
law . . . was to all intents and purposes to be considered as an active 
member of the corporation during his military service, and entitled to 
the benefits of all exemptions to which he would have been entitled 
as a civilian during the same period.” “* It is to be noted that the court 
proceeded on the assumption that the corporation had met all requirements 
of a personal service corporation prior to the absence of the stockholder. 
The intent of the decision seems to be, therefore, that once a corporation 
has done everything necessary to qualify, the exemption will not be lost. 
It is questionable whether a corporation could effectively qualify for the 
first time while one or more of its stockholders within the 70 per cent 
group were absent in this manner. It is thought that these principles will 
pertain with respect to similar questions under the present statute. 


CAPITAL AS A MATERIAL INCOME-PRODUCING FACTOR 


For a corporation to be able to qualify as a personal service corporation, 
capital must not be a material income-producing factor. If the use of 
capital is required in the production of the corporate income and that 
which is used is more than incidental capital, it is considered a material 
factor in the production of the corporate income and it becomes impossible 
for the corporation to qualify. Similarly, where the use of capital is not 
necessary, but in fact it is used, it is considered a material income-pro- 
ducing factor if a substantial portion of the income is attributable to its 
use, even though such use of capital is not necessary to the primary ac- 
tivities of the corporation. 

Similar requirements as to capital were laid down by early cases ° 
where it was stated that the prime test was whether the use of capital was 
necessary to the conduct of the business. In Hubbard-Ragsdale Co. v. 
Dean,* the lower court pointed out that where the intrinsic nature of the 
business is the rendition of a service to another, as in the case of real- 
estate brokers, lawyers, doctors, or even artisans who need not supply 
materials, the use of capital is merely incidental. In such a case, the 
individual sells only experience, knowledge, or skill, intangible in its 
nature and existing independent of capital. The court goes on to say 
that if “the nature of the business is such that it cannot be carried on at 
all without the constant use of capital, and such use of capital plays a 


0 


485 USTC 5643, 5647. 

49 Reg. 112, Sec. 35.725-2(e). 

50 Bryant & Stratton Commercial School, Inc., 1 B.T.A. 32 (1924); Dalton Gym- 
nasium & Swimming School, Inc., 1 B.T.A. 54 (1924) ; Cleveland Snow-Church Co., 1 
B.T.A. 234 (1924). 

5115 F. 2d 410, 411 (1926), aff’d, 15 F. 2d 1013 (C.C.A. 6th 1926). 
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vital part in the successful conduct of the business, it cannot be said that 
its use in the business is merely incidental.” So, too, the Board in S. A. 
Conover Co.” set forth what appears to be a workable rule of thumb 
for personal service corporations in general, namely, the use to which 
capital is put in the business. 

In this connection courts have looked to the percentage ratio of gross 
income derived from capital sources to total gross income. Needless to 
say, there was no definitive percentage; each case had to stand or fall 
on its own facts. “It is sufficient if upon all the consideration, capital is 
a substantial income-producing factor.” ** In the last analysis, the con- 
tribution of capital to income was considered a matter of approximation. 
For example, in Conklin-Zonne-Loomis Co. v. Commissioner, the pro- 
portions of the total gross income attributable to capital for the years in 
question were 11.5 per cent, 10.4 per cent, and 6.7 per cent, respectively. In 
Denver Live Stock Commission Co. v. Commissioner,” the income of the 
taxpayer from capital sources was approximately one-fifth its total income. 
Again, in McManus-Herver Brokerage Co. v. Crooks,’ the gross income 
from the branch of the plaintiff’s business in which it traded as a principal 
and used special capital, amounted for the years in question to 124 per 
cent, 29 per cent, 134 per cent, and 15 per cent, respectively, of the plain- 
tiff’s total gross income in those years. In all the above cases it was held 
that capital was a material income-producing factor, precluding personal 
service exemption, and that it was of no consequence that the branch of 
business in which capital was employed was conducted by the taxpayer 
incidentally to its primary business.** Cases of this type are expected to 
prove an important guide for the determination of similar questions under 


section 725. 

Courts from the very beginning recognized that the use of some 
capital was necessary in nearly every corporation. If it was used to pay 
rent, salaries, or wages or to provide office furniture, supplies, or equip- 
ment, it was considered incidental and not a disqualifying feature, even 


52 See also Rhoades, Brownson, Kampman, Inc., 2 B.T.A. 194 (1925); Kelso Co., 
1 B.T.A. 1264 (1925). 

53 Denver Live Stock Commission Co. v. Comm’r, 29 F. 2d 543 (C.C.A. 8th 1928) ; 
McManus-Heryer Brokerage Co. v. Crooks, 41 F. 2d 280 (D.C. Mo. 1930); Crider 
Bros. Commission Co. v. Comm’r, 45 F. 2d 974 (C.C.A. 8th 1930), cert.. denied, 283 
U. S. 834, 51 Sup. Ct. 483 (1931) ; Allison Co. v. Comm’r, 63 F. 2d 553 (C.C.A. 8th 1933). 

54 Crider Bros. Commyssion Co. v. Comm’r, supra at 976. 

55 29 F. 2d 698, (C.C.A. 8th 1928), cert. denied, 279 U.S. 871, 49 Sup. Ct. 512 (1929). 

56 29 F. 2d 543 (C.C.A. 8th 1928). 

57 41 F, 2d 280 (D.C. Mo. 1930). 

58 See also Atlantic Coast Distributors v. Comm’r, supra; North American Railway 
Construction Co. v. Comm’r, 27 F. 2d 493 (C.C.A. 7th 1928). 
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though such expenditures might be necessary to the production of in- 
come." Where the use of capital transcended the limits of being con- 
sidered incident and contributed in a more than incidental way to the 
operation of the corporation, it became a material income-producing factor 
even though the percentage of gross income attributable to capital sources 
was not very great. A typical example of this appears in Thomas B. More- 
land Co.,°° where the petitioner in the undertaking business sold caskets 
only in connection with the undertaking services rendered by it. The 
Board held that the capital used in the acquisition of caskets, their sale, 
and the necessity of purchasing hearses, which were rented, constituted 
capital a material income-producing factor. Other instances in which 
capital was held to be more than incidental in the production of income 
are illustrated by cases in which capital consisted of the ownership and 
use by a corporation of a secret formula,* where leases on theatres were 
considered capital of theatre management corporations,*® where a lease 
on a hotel was considered capital of a hotel management corporation,™ 
where the corporation maintained an “abstract plant,” ** or where its 
regular business consisted in making loans to customers.* 

The foregoing decisions as well as other available ones indicate that 
emphasis is clearly put on the use of capital, and not its existence. It 
would seem, therefore, that an accumulation of capital funds, represented 
by earned or ‘unearned surplus, would not in and of itself prevent a cor- 
poration from qualifying, nor would it cause the corporation to lose any 
preferred status it might have acquired, if the capital were not put to use 
in the operation of the business. By the same token, merely because in- 


59 Hurst, Anthony & Watkins, Inc. v. Heiner, 26 F. 2d 734 (D.C. Pa. 1928) ; Iredell v. 
DeLaski & Thropp Co., 290 F. 955 (C.C.A. 3d 1923); Fuller & Smith v. Routzahn, 
23 F. 2d 959 (D.C. Ohio 1927); Dreyer Commission Co. v. Hellmich, 25 F. 2d 408 
(C.C.A. 8th 1928); Mountain View Sanitarium Co. v. Huntley, 25 F. 2d 1016 (D.C. 
Ore. 1927); Allison Co. v. Comm’r, supra; George B. Ricaby Co. v. Nauts, 19 F. 2d 
271 (D.C. Ohio 1926); Alexander & Garrett v. U.S., 21 F. 2d 547 (D.C. Ga. 1927) ; 
North American Railway Construction Co., supra. 

6016 B.T.A. 858 (1929). 

61 Cuyahoga Abstract Title & Trust Co. v. Comm’r, 29 F. 2d 448 (App. D.C. 1928), 
cert. denied, 279 U.S. 848, 49 Sup. Ct. 345 (1929). See also St. Paul Abstract Co. v. 
Comm’r, 32 F. 2d 225 (C.C.A. 8th 1929). 

62 Newam Theatre Corp., 1 B.T.A. 887 (1925); Atlanta Theatre Co., L B.T.A. 890° 
(1925). 

68 Cotton Hotel Co. v. Bass, 7 F. 2d 900 (1925). 

64 Scheffler Hair Colorine Co., 1 B.T.A. 61 (1924). 

65 Denver Live Stock Commission Co. v. Comm’r, supra. 

66 Meinrath Brokerage Co., 12 B.T.A. 113, 121 (1928), aff’d, 35 F. 2d 614 (C.C.A. 8th 
1929), cert. denied, 281 U.S. 738, 50 Sup. Ct. 334. See also Bryant & Stratton Com- 
mercial School, Inc., supra; Massengale Advertising Agency, 2 B.T.A. 26 (1925); S. A. 
Conover, supra; Fuller & Smith v. Routzahn, supra; Alexander & Garrett v. U.S., 21 F. 
2d 547 (D.C. Ga. 1927). 
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vested capital of the stockholders is comparatively small, the scales are not 
completely weighted in favor of the preferential status.°’ Theoretically, 
if sufficient earnings were accumulated and left to draw interest, there 
might come a time when the amount of interest income derived from the 
capital fund might be sufficiently large to prejudice the corporation. 

The regulations provide that, wherever the term “capital” is used in 
section 725, both invested and borrowed capital are intended.** Although 
the Revenue Acts of 1918 and 1921 explicitly included both forms, 
section 725(a) speaks only of “capital.”” The regulations recognize that 
capital may be borrowed either directly as bonds, debentures, certificates 
of indebtedness, notes, and bills payable or indirectly as by accounts pay- 
able or other forms of credit; or the business may be financed in some 
other manner by its shareholders.” The mere circumstance of borrowing 
may be deemed evidence that the use of capital is necessary. If a sub- 
stantial amount of capital is used to finance or carry the accounts of 
clients or customers, the Treasury Department will infer that, because of 
competition or some other reason, such use of capital is necessary and 
more than incidental in order to secure or hold business which would 
otherwise be lost. In addition, if a corporation engaged in an agency, 
brokerage, or commission business, regularly employs a substantial amount 
of capital to lend to its principals, to buy and carry goods on its own ac- 
count, or to buy and carry odd lots in order that it may render more satis- 
factory service to its principals or customers, such corporation is not a 
personal service corporation. As a general rv'>. the larger the amount 
of capital actually used the stronger the presu © tion that capital is both 
necessary and more than incidental and that it 1s consequently a material 
income-producing factor.”° 

As previously indicated,’ the term “income” means gross income. 
From this one may logically and justifiably conclude that the use of capital 
may be considered a material income-producing factor even though the 
corporation shows a net loss. Thus, in Denver Live Stock Commission Co. 
v. Commissioner,"* the business showed a net loss, yet the court held 
that such fact did not alter the principle that the capital invested was 
income producing and material. 


87 See Regs. 45 and 62, Art. 1531. 

68 Reg. 112, Sec. 35.725-2(e) ; see also CONFERENCE COMMITTEE Rep., No. 3002, 76th 
Cong., 3d Sess. 53. 

69 Reg. 112, Sec. 35.725-2(e). 

70 Ibid. 

71 See “INCOME ASCRIBABLE PRIMARILY TO ACTIVITIES OF SHAREHOLDERS,” supra. 

72 Supra note 56. 
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TRADING AS A PRINCIPAL 


Section 725(a) provides that, whenever 50 per cent or more of a 
corporation’s gross income consists of gains, profits, or income derived 
from trading as a principal, it cannot qualify as a personal service cor- 
poration. 

What “trading as a principal” means, was considered to some extent 
in G. Angelo Co."* The facts were that the petitioner was engaged in 
buying and selling bananas, imported by another company, that all pur- 
chases made by the petitioner from that company were in the name and 
upon the responsibility of the petitioner, and that the import company 
invoiced them to the petitioner at prices regularly quoted by it but subject 
to a so-called “commission” of 5 per cent. It appeared, furthermore, that 
the petitioner sold the bananas to small dealers with whom the import com- 
pany did not care to deal and to others who preferred to buy from the 
petitioner, that deliveries were made at the import company’s expense, and 
that, when money was collected by the petitioner, it was turned over to 
the company, which made the 5 per cent deduction and paid the same to 
the petitioner. These so-called “commissions” constituted practically all 
the petitioner’s gross income. In holding that the corporation was trading 
as a principal, the Board pointed out that the petitioner acted solely on its 
own behalf as a principal, that the petitioner was billed for all purchases, 
and that the petitioner was financially responsible for them, assuming all 
risks incident to resales to its customers.”* 

In addition to the assumption of financial responsibility for the goods, 
other factors which have been considered are the acquisition of title to 
goods by the selling agent,” the extension of substantial credit by the 
corporation to firms for which it acted as agent,"* and the advancement of 
various costs of carriage.” The phrase “trading as a principal,” however, 
does not include the furnishing of services of individuals whether the 
persons be the corporation’s shareholders, nonstockholding employees, or 


7812 B.T.A. 460 (1928), aff'd, 36 F. 2d 193 (C.C.A. Ist 1929). 

74 The Board pointed to several definitions of the word “trader,” viz., “One who makes 
it his business to buy merchandise, or goods and chattels and to sell the same for the 
purpose of making a profit.” (Bouvier’s Law Dictionary) “The weight of authority 
seems to be that the proper description of the business of a trader includes both buying 
and selling either goods or merchandise or other goods ordinarily the subject of traffic.” 
(In re New York & W. Water Co., 98 F. 711 (D.C. S.D. N.Y. 1900) “It is well 
settled that a trader or merchant is one who buys in order to sell.” Gallagher et al. v. 
DeLancey Stables Co., 158 F. 381 (D.C. E.D. Pa. 1908). See Scheffler Hair Colorine 
Co., 1 B.T.A. 61 (1924). 

75 A.R.R. 23, 2 Cum. Butt. 23 (1920); A.R.M. 42, 2 Cum. Buxi. 24 (1920). 

76 A.R.M. 50, 2 Cum. Butt. 19 (1920); A.R.R. 46, 2 Cum. Buty. 17 (1920). 

77 A.R.R. 7, 1 Cum. Butt. 13. 
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independent contractors.”* It is clear that a corporation is no more en- 
titled to personal service classification merely because less than 50 per cent 
of its gross income is derived from trading as a principal, than it is merely 
because 50 per cent or more of its gross income is derived from personal 
services.” 
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DECISIONS UNDER Prior AcTs 


A wide variety of business corporations resorted to litigation under 
the personal service corporation provisions of prior revenue acts for 
the purpose of determining their status. Among these were abstract 
companies,®° accounting and auditing firms,“* advertising agencies,** an 
automobile painting company,** brokers and commission agents,** traffick- 


78 Moser & Wacker, 4 B.T.A. 1021 (1926). See also Rhodes, Brownson & Kampman, 
Inc., 2 B.T.A. 194 (1925). 

79 See Martin, Inc. v. Edwards, 293 F. 258 (D.C. S.D. N.Y. 1922), decided under the 
1917 Act; Jenkins-Kreer & Co. v. Comm’r, 50 F. 2d 53 (C.C.A. 7th 1931), cert. denied, 
284 U.S. 672 (1931). 

80 St. Paul Abstract Co. v. Comm’r, 32 F. 2d 225 (C.C.A. 8th 1929); Cuyahoga Ab- 
stract Title and Trust Co. v. Comm’r, 29 F. 2d 448 (App. D.C. 1928), cert. denied, 279 
U.S. 848, 49 Sup. Ct. 345 (1929) ; Record Abstract Co., 2 B.T.A. 628 (1925). 

81 Continental Accounting & Audit Co., 7 B.T.A. 330 (1927); Albrecht & Weaver, 
Inc., 9 B.T.A. 560 (1927). 

82H. K. McCann Co., Inc., 14 B.T.A. 234 (1928); Thomas E. Basham Co. v. Lucas, 
21 F. 2d 550 (1927), aff'd, 30 F. 2d 97 (C.C.A. 6th 1928); Green’s Advertising Agency 
v. Blair, 31 F. 2d 96 (C.C.A. 9th 1929); Park Amusement Co. v. McCaughn, 14 F. 
2d 533 (1925); S. A. Conover Co., 6 B.T.A. 679 (1927) ; Botsford-Constantine & Tyler, 
10 B.T.A. 565 (1928) ; Fuller & Smith v. Routzahn, 23 F. 2d 959 (1927) ; Potts-Turnbull 
Advertising Co. v. United States, 37 F. 2d 970 (Ct. Cl. 1930); F. J. Ross Co., Inc., 7 
B.T.A. 196 (1927) ; J. H. Cross Co., 9 B.T.A. 225° (1927) ; Mitchell Advertising Agency, 
Inc., 10 B.T.A. 1311 (1928) ; Gardiner & Wells Co., Inc., 2 B.T.A. 765 (1925), 17 B.T.A. 
723 (1929); Richard A. Foley Advertising Agency, 4 B.T.A. 1135 (1926); Hanff- 
Metzger, Inc., 4 B.T.A. 1214 (1926) ; Matos Advertising Agency, 3 B.T.A. 62 (1925); 
Matteson-Fogarty-Jordan Co., 5 B.T.A. 432 (1926) ; Patterson-Andress Co., Inc., 6 B.T.A. 
392 (1927); Charles H. Touzalin Agency, 6 B.T.A. 1212 (1927); Federal Advertising 
Agency, 19 B.T.A. 1126 (1930) ; Street & Finney, Inc., 24 B.T.A. 187 (1931). 

88 East Toledo Paint Shop Co., 2 B.T.A. 1195 (1925). 

84 Comm’r v. Winkler & Bro. Co., 53 F. 2d 580 (C.C.A. 6th 1931) ; Alexander, Conover 
& Martin, Inc. v. Comm’r, 45 F. 2d 383 (C.C.A. 7th 1930); New Orleans Shipwright 
Co., Ltd. v. Comm’r, 27 F. 2d 214 (C.C.A. 5th 1928); Atlantic Coast Distributors v. 
Comm’r, 33 F. 2d 733 (C.C.A. 4th 1929) ; Jenkins-Kreer & Co., Inc. v. Comm’r, 50 F. 
2d 53 (C.C.A. 7th 1931), cert. denied, 284 U.S. 672 (1931); Garrow, MacClain & 
Garrow, Inc. v. Bass, 88 F. 2d 574 (C.C.A. 5th 1937); Dreyer Commission Co. v. 
Hellmich, 25 F. 2d 408 (C.C.A. 8th 1928); G. Angelo & Co. v. Comm’r, 36 F. 2d 193 
(C.C.A. Ist 1929) ; Frenkel, Inc. v. United States, 66 Ct. Cl. 740; Rosen-Reichert Brok- 
erage Co. v. United States (Ct. Cl.), 3 Fed. Supp. 646 (1933) ; Lee Live Stock Commis- 
sion Co., 7 B.T.A. 532 (1927) ; Meinrath Brokerage Co. vy. Comm’r, 35 F. 2d 614 (C.C.A. 
8th 1929), cert. denied, 281 U.S. 738 (1930); Prey Bros. Live Stock Commission Co. v. 
Comm’r, 36 F. 2d (C.C.A. 10th 1929) ; Parker Co. v. Comm’r, 49 F. 2d 254 (C.C.A. 5th 
1931), rehearing denied (C.C.A. 5th May 25, 1931); Crider Bros. Commission Co. v. 
Comm’r, 45 F. 2d 974 (C.C.A. 8th 1930), cert. denied, 283 U.S. 834 (1931) ; Hubbard- 
Ragsdale Co. v. Dean, 15 F. 2d 1013 (C.C.A. 6th 1926); Denver Live Stock Commission 
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ing in commodities such as chemicals,* cloth,** fruit,** groceries,®* live- 
stock,*® and machinery, buying and selling companies,” coal agencies 
and distributors,’ collection agencies,** construction and maintenance 
companies, cotton factors,°* a cotton examining and shrinking com- 


Co. v. Blair, 29 F. 2d 543 (C.C.A. 8th 1928); Hatch v. United States, 34 F. 2d 436 
(C.C.A. 8th 1929) ; Bowring and Co. v. United States (Ct. Cl.), 50 F. 2d, 472 (1931) ; 
United States v. Pann, 23 F. 2d 714 (1927); Tracy & Co. v. Rasmussen, 26 F. 2d 
139 (1927); McManus-Heryer Brokerage Co. v. Crooks, 41 F. 2d 280 (1930); 
Merrit & Bro., Inc., 1 B.T.A. 927 (1925); Cotter Supply Co., 1 B.T.A. 1108 (1925); 
Oliver-Wright-Rainey Co., 2 B.T.A. 561 (1925); Dais Co., Inc., 2 B.T.A. 1167 (1925) ; 
American Central Fruit Auction Co., 3 B.T.A. 199 (1925); West Corp., 4 B.T.A. 
629 (1926); Kossar & Co., Inc., 4 B.T.A. 1164 (1926); Byrnes Co., 5 B.T.A. 175 
(1926); Frank H. Buck Co., 9 B.T.A. 1059 (1928); Robischon & Peckham Co., 
11 B.T.A. 483 (1928); McNeill & Co., 14 B.T.A. 738 (1928); Kossar & Co., Inc., 
16 B.T.A. 952 (1929); Filler, Wilson & McClelland, 20 B.T.A. 410 (1930); Jute In- 
dustries, Ltd. v. United States (Ct. Cl.), 44 F. 2d 452 (1930). 

85 Comm’r v. Winkler & Bros. Co., 53 F. 2d 480 (C.C.A. 6th 1931). 

86 Jenkins-Kreer & Co., Inc. vy. Comm’r, 50 F. 2d 53 (C.C.A. 7th 1931), cert. denied, 
284 U.S. 672, 52 Sup. Ct. 127 (1931). 

87G. Angelo & Co. v. Comm’r, 36 F. 2d 193 (C.C.A. Ist 1929); U. S. v. Pann 23 F. 
2d 714 (1927), aff'd, 44 F. 2d 321 (C.C.A. 9th 1930); Atlantic Coast Distributors v. 
Comm’r, 33 F. 2d 733 (C.C.A. 4th 1929); American Central Fruit Auction Co., 3 
B.T.A. 199 (1925). 

88 Meinrath Brokerage Co. v. Comm’r, 35 F. 2d 614 (C.C.A. 8th 1929), cert. denied, 
281 U.S. 738, 50 Sup. Ct. 334 (1930) ; McManus-Heryer Broker Co. v. Crooks, 41 F. 
2d 280 (1930); Louis Hilfer Co., 9 B.T.A. 1264 (1928). 

89 Hubbard Ragsdale Co. v. Dean, 15 F. 2d 410 (1926), aff'd, 15 F. 2d 1013 (C.C.A. 
6th 1926) ; Denver Livestock Commission Co. v. Comm’r, 29 F. 2d 543 (C.C.A. 8th 1928) ; 
Frank H. Sweet, Trustee v. United States, 68 Ct. Cl. 109 (1929), cert. denied; 280 U.S. 
598, 50 Sup. Ct. 68 (1929); Alexander, Conover & Martin, Inc. v. Comm’r, 45 F. 2d 
383 (C.C.A. 7th 1930); Crider Bros. Co. v. Comm’r, 45 F. 2d 974 (C.C.A. 8th 1930), 
cert. denied, 283 U.S. 834, 51 Sup. Ct. 483 (1931) ; Lehman vy. Tait, 58 F. 2d 20 (C.C.A. 
4th 1932), cert. denied, 287 U.S. 626, 53 Sup. Ct. 79 (1932) ; Prey Bros. Livestock Com- 
mission Co., 9 B.T.A. 534 (1927), aff'd, 36 F. 2d 326 (C.C.A. 10th 1929) ; Lee Livestock 
Commission Co., 7 B.T.A. 532 (1927) ; Hatch v. United States 34 F. 2d 436 (C.C.A. 8th 
1929), cert. denied, 281 U.S. 731, 50 Sup. Ct. 246 (1929). 

90 L, & E. Frenkel, Inc. v. United States, 6 AFTR 8019 (Ct. Cl. 1928). 

91Irwin Fuel Co., 6 B.T.A. 303 (1927); Feeders Supply Co. v. Comm’r, 31 F. 2d 
274 (C.C.A. 8th 1929), cert. denied, 279 U.S. 874 (1929) ; Seaboard Mills, Inc., 5 B.T.A. 
575 (1926) ; Geo. A. Springmeir Co., 6 B.T.A. 698 (1927) ; Louis Hilfer Co., 9 B.T.A. 
1264 (1928) ; Sims Construction Co., 10 B.T.A. 170 (1928); Peck & Co., 17 B.T.A. 898 
(1929). 

82 Q’Connor & Co., 1 B.T.A. 1021 (1925); Dickermann & Englis, Inc., 4 B.T.A. 447 
(1926) ; Cleveland Western Coal Co., 4 B.T.A. 93 (1926); Vermillion Coal Co., 12 
B.T.A. 1161 (1928); Chesapeake & Virginian Coal Co., Inc., 13 B.T.A. 323 (1928) ; 
Richvien Coal Co., 18 B.T.A. 989 (1930) ; Pittsburgh & Bessemer Coal Co., 5 B.T.A. 45 
(1926) ; Delaware, Lackawanna & Western Coal Co., 26 B.T.A. 1330 (1932). 

83 Cleveland Snow-Church Co., 1 B.T.A. 234 (1924); Commercial Liquidation Co., 
16 B.T.A. 559 (1929). 

®4 North American Ry. Construction Co. v. Comm’r, 27 F. 2d 493~(C.C.A. 7th 1928) ; 
Taylor Construction Co., Inc., 13 B.T.A. 238 (1928) ; Karno-Smith Co., 13 B.T.A. 449 
(1928) ; Harvey Friction Spring Co., 11.B.T.A. 309 (1928) ; Akron Eng. Co., 2 B.T.A. 
146 (1925) ; Thompson & Binger, Inc., 1 B.T.A. 1093 (1925) ; Hughest-O’Rourke Con- 
struction Co.,-2 B.T.A. 1302 (1925) ; Chapline Construction Co.,-12 B.T.A. 1377 (1928). 
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pany,” credit agencies,’ crude rubber companies,®* dentistry companies,” 
detective agencies,*”° embroidery designers," engineering companies,’” 
engravers and photographers,** freight agencies,*°* hotel companies,’® 
insurance agencies,’® interior decorators,’ laundry and dry-cleaning 
companies,*** merchandise illustrators,*° a news service company,” op- 
tometrists,"’ real-estate agencies,"’* and management companies,*’* res- 
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95 Garrow, MacClain & Garrow, Inc. v. Bass, 88 F. 2d 574 (C.C.A. 5th 1937), cert. 
denied, 302 U.S. 697, 58 Sup. Ct. 15 (1937) ; John M. Parker Co., 11 B.T.A. 1236 (1928), 
petition for review dismissed, 94 F. 2d 254 (C.C.A. 5th 1931), rehcaring denied (C.C.A. 
5th May 25, 1931). 

96 Rothholz Examining & Shrinking Co., Inc., 3 B.T.A. 721 (1926). 

®7 Commercial Reference Co., 7 B.T.A. 384 (1927). 

98 Rhoades, Brownson & Kampman, Inc., 2 B.T.A. 194 (1925). 

99 Electro Dental Parlors, 2 B.T.A. 83 (1925). 

100 Willmark Service System, Inc., 9 B.T.A. 65 (1927); Schindler, Inc., 4 B.T.A. 319 
(1926). 

101 Moser & Wacker, Inc., 4 B.T.A. 1021 (1926). 

102 Andrews-Bradshaw Co. v. United States, 65 Ct. Cl. 354; Jaudon Engineering Co., 
15 B.T.A. 161 (1929) ; Chas. Gow Co., 1 B.T.A. 1023 (1925) ; Eidlitz & Ross, 2 B.T.A. 
324 (1925) ; Barnes-Pope Electric Co., 2 B.T.A. 1226 (1925) ; Huntington & Guerry, Inc., 
3 B.T.A. 1355 (1926) ; Gilbreth, Inc., 4 B.T.A. 952 (1926) ; Mashek Engineering Co., 11 
B.T.A. 169 (1928) ; Biscayne Engineering Co., 15 B.T.A. 90 (1929). 

103 Cocks-Clark Engraving Co., 8 B.T.A. 468 (1927); Superior Engraving Co., 8 
B.T.A. 861 (1927) ; Peerless Engraving Co., 3 B.T.A. 464 (1926) ; Holland Engraving 
Co., 11 B.T.A. 762 (1928). 

104 Bekens Household Shipping Co., 13 B.T.A. 356 (1928); Dowing Co., 2 B.T.A. 
469 (1925); Karr, 2 B.T.A. 635 (1925). 

105 Cotton Hotel Co. v. Bass, 7 F. 2d 900 (1925) ; Spark Hotel Co., 5 B.T.A. 186 (1926). 

106 Medaris Co. v. Comm’r, 38 F. 2d 812 (C.C.A. 6th 1930) ; Kaufman, Ltd. v. Comm’r, 
24 F. 2d 44 (C.C.A. 5th 1928) ; Hurst, Anthony & Watkins, Inc. v. Heiner, 26 F. 2d 734 
(1928) ; Alexander & Garrett v. United States, 21 F. 2d 547 (1927); Wagner-Taylor- 
Edson Co., Inc., 7 B.T.A. 268 (1927) ; Frankle & Tilton, Inc., 1 B.T.A. 510 (1925) ; Merges 
& Co., 11 B.T.A. 444 (1928) ; Tifft, Layer & Co., Inc., 12 B.T.A. 481 (1928) ; Swift Co., 
12 B.T.A. 974 (1928) ; Matteson Co. v. Willcuts, 12 F. 2d 447 (1926); Utilities Service 
Co., 1 B.T.A. 263 (1924) ; Emsheimer Agency, Inc., 1 B.T.A. 649 (1925); Perry Corp., 
1 B.T.A. 788 (1925); Medbury-Wilson Co., 1 B.T.A. 963 (1925); Hazlett & Moss, 2 
B.T.A. 154 (1925) ; Kaufman, Ltd., 2 B.T.A. 177 (1925) ; Hanley, Ried & Co., 2 B.T.A. 
315 (1925); Citizens Underwriters Agency, 2 B.T.A. 1116 (1925); Barker, Frost & 
Chapman Co., 3 B.T.A. 37 (1925); Hurst, Anthony & Watkins, 3 B.T.A. 53 (1925) ; 
Beach & Sweet, Inc., 3 B.T.A. 83 (1925); Fisher, Inc., 3 B.T.A. 368 (1926) ; Conklin- 
Zonne-Harrison Agency, Inc., 3 B.T.A. 544 (1926) ; Dunham, Inc., 5 B.T.A. 344 (1926) ; 
J. T. Crane, 19 B.T.A. 881 (1930); Automobile Underwriters, Inc., 19 B.T.A. 1160 
(1930) ; Home Ins. Agency, 5 B.T.A. 1020 (1927) ; Hedwall-Sundberg, 6 B.T.A. 217 
(1927) ; Manufacturers Ins. Agency Co., Inc., 8 B.T.A. 44 (1927) ; Logue Bros. & Co., 
9 B.T.A. 584 (1927) ; Easley Ins. Agency, 10 B.T.A. 953 (1928) ; Clancy & Co., Inc., 12 
B.T.A. 855 (1928) ; Van Meter, 22 B.T.A. 1202 (1931). 

107 Barton & Wilson, Inc., 13 B.T.A. 971 (1928); Clarence Whybrow, 1 B.T.A. 725 
(1925). 

108 Superior Service Association, 2 B.T.A. 1154 (1925). 

109 Westerman & Pagano, Inc., 3 B.T.A. 1308 (1926). 

110 Tilinois Telegraph News Co., 3 B.T.A. 1222 (1926). 

111 Innes-Behney Optical Co., 7 B.T.A. 982 (1927). 

112 Alexander & Garrett v. United States, 21 F. 2d 547 (1927); Carter, MacDonald & 
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taurateurs,“* sanitariums and hospitals,* schools,“* shipwrights,**’ 
steamship agencies,*** a stevedoring company,"*® theatrical companies,’ 
and booking agencies,’** tobacco auctioneers and graders,’ undertaking 
companies,*** and warehouse companies.*** 


ELECTION AS TO TAXABILITY 


Under section 725(b) and the regulations, if a corporation claiming 
to be a personal service corporation signified in its regular income tax 
return for any taxable year its desire not to be subject to the excess profits 
tax for such taxable year, it was to be exempt from such tax for the par- 
ticular year for which the return was filed and the undistributed net 
income of the company was to be taxed to those who were its shareholders 





Miller, Inc., 14 B.T.A. 522 (1928) ; Franciscus Realty Co. v. Comm’r, 39 F. 2d 583 (C.C.A. 
8th 1930) ; Geo. B. Ricaby Co., 1 B.T.A. 512 (1925) ; Simpson Co., 1 B.T.A. 995 (1925) ; 
Geo. E. Crane Co., Inc., 2 B.T.A. 567 (1925) ; Houseal-Simmons Agency, Inc., 3 B.T.A. 
370 (1926); DeMartini-Zerega Agency Co., 3 B.T.A. 620 (1926); Jas. A. Clayton & 
Co., 4 B.T.A. 1017 (1926) ; T.S. Neal, 7 B.T.A. 252 (1927) ; Real Estate Trust & Insur- 
ance Co. 7 B.T.A. 868 (1927); Penn-Yale Corp., 7 B.T.A. 1228 (1927); Real Estate 
Management Co. v. Comm’r, 18 B.T.A. 165 (1929), aff'd without opinion, 44 F. 2d 1018 
(C.C.A. 2d 1930). 

113 Conklin-Zonne-Loomis Co. v. Comm’r, 29 F. 2d 698 (C.C.A. 8th 1928), cert. denied, 
279 U.S. 871, 49 Sup. Ct. 512 (1929). 

114 A.R.R. 6347, III-1 Cum. Butt. 18. 

115 Mountain View Sanitarium v. United States, 25 F. 2d 1016 (1927) ; Infant Incubator 
Co., 12 B.T.A. 449 (1928) ; Mountain View Sanitarium, 2 B.T.A. 17 (1925). 

116 Strayer’s Business College, Inc. v. Comm’r, 35 F. 2d 426 (C.C.A. 4th 1929) ; Metro- 
politan Business College v: Blair, 24 F. 2d 176 (C.C.A. 7th 1928); Atlanta-Southern 
Dental College v. Comm’r, 50 F. 2d 34 (C.C.A. 5th 1931); Bryant & Stratton Com- 
mercial School, Inc., 1 B.T.A. 32 (1924); Posse-Nissen School of Physical Education, 
Inc. v. United States, 25 F. 2d 748 (1928); Washington School of Art, 14 B.T.A. 1006 
(1929) ; The Shipley School v. McCaughn, 34 F. 2d 281 (C.C.A. 3d 1929), rev’g 7 AFTR 
9178 (U.S. D.C. E.D. Pa. 1928) ; G. M. Basford Co. v. United States, 59 F. 2d 259 (Ct. 
Cl. 1932) ; Dalton Gymnasium & Swimming School, Inc., 1 B.T.A. 54 (1924). 

117 New Orleans Shipwright Co., Ltd. v. Comm’r, 27 F. 2d 214 (C.C.A. 5th 1928). 

118 Williamson & Rauers Co., 12 B.T.A. 476 (1926); Agenzia Fugazi, 3 B.T.A. 16 
(1925). 

119 T, Smith & Son, Inc. v. Comm’r, 63 F. 2d 1016 (C.C.A. 5th 1933). 

120 Brady Theatre Co. v. Comm’r, 42 F. 2d 181 (C.C.A. 2d 1930); Newam Theatre 
Corp., 1 B.T.A. 887 (1925); Metropolitan Theatre Co., 1 B.T.A. 893 (1925); Morris 
Enterprises, 1 B.T.A. 946 (1925) ; Simon Agency, 6 B.T.A. 432 (1927) ; Selwyn Operat- 
ing Corp., 5 B.T.A. 723 (1926); Park Amusement Co., 16 B.T.A. 587 (1929); Atlanta 
Theatre Co., 1 B.T.A. 890 (1925). 

121 Gus Sun Booking Exchange, 9 B.T.A. 1197 (1928); Gus Sun Booking Exchange 
v. Deane, 10 F. 2d 378 (1925); Simon Agency, 6 B.T.A. 432 (1927); William Morris 
Enterprises, Inc., 1 B.T.A. 946 (1925). 

122 Long v. Comm’r, 50 F. 2d 775 (C.C.A. 6th 1931); J. & O. Altschul Tobacco Co. 
v. Comm’r, 42 F. 2d 609 (C.C.A. 5th 1930). 

123 Johnson Undertaking Co., Inc., 8 B.T.A. 1182 (1927); Thomas B. Moreland Co., 
16 B.T.A. 858 (1929). 

124 David T. Long v. Comm’r, 50 F. 2d 775 (C.C.A. 6th 1931); Kelso Co., B.T.A. 
1264 (1925). 
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as of the last day of the taxable year, in accordance with the provisions of 
Supplement S.*** A new election was required each year, but the exemp- 
tion was not available to any corporation that was a member of an affili- 
ated group of corporations filing consolidated returns. An amended return 
filed after the statutory period for filing the return (or after the last day 
of any extension period) is not deemed a return within the meaning of 
section 725(b).**® 

In the first instance, the election was predicated upon the taxpayer’s 
analysis of its own business. The Treasury indicated that no definite 
and conclusive tests could be prescribed by which it could be finally deter- 
mined in advance of an examination of the corporation’s income tax re- 
turn whether it was or was not a personal service corporation.*** The 
ultimate conclusion as to whether a corporation did qualify will be made 
by the Treasury only in accordance with the general principles heretofore 
discussed and only after a complete examination of the answers required 
under Form 1121 P.S., which every claiming corporation had to attach to 
its regular Form 1120. This was the Treasury’s way of saying that every 
case will, of necessity, have to be determined upon its own facts. It is 
perfectly understandable that qualifying words in the statute such as 
“primarily,” “regularly,” and ‘material’ preclude any definitive classi- 
fication. “They make necessary the application of flexible judgment,” *** 
which must be applied to the facts of each case that arises. 

Regardless of what precautionary action the corporation may have 
taken, the stockholders. who have included any of the undistributed cor- 
porate income in their individual returns should file protective claims for 


refund, prior to final approval of the corporation’s personal service 
129 





status. 


125 Supplement S, comprising §§ 391-396 of the Code was added by Sec. 502 of the Second 
Revenue Act of 1940. The corporation was required, at the time of filing its ordinary 
income tax return, to pay to the collector a sum equal to the amount that would be 
required to be deducted and withheld by the corporation had its undistributed Supple- 
ment S net income been actually paid in cash as a dividend to its shareholders. I.R.C. 
§ 396; Reg. 111, Sec. 29.396-1; see also I.R.C. §§ 143(b) and 144. In the case of nonresi- 
dent alien individuals and foreign corporations, their distributive share was a dividend 
from sources within the United States. I.R.C. § 395; CommitreE on Ways AND MEANS 
Rep. 44, supra. So too, in accordance with § 396 each nonresident alien and foreign cor- 
poration was allowed as a credit against the tax the amount of tax required to be with- 
held by the personal service corporation. I.R.C. §§ 216 and 234. 

126 Reg. 112, Sec. 35.725-2(f), Sec. 35.725-3. See CoMMITTEE ON Ways AND MEANS 
Rep. No. 2894, 76th Cong., 3d Sess. 28. 

127 See also Regs. 45 and 62, Art. 1523. 

128 Bryant & Stratton Commercial School, Inc., 1 B.T.A. 32, 37 (1924); Louis Hilfer 
Co., 9 B.T.A. 1264, 1269 (1928). 

129 Sec. 1210 of the Revenue Act of 1926 provided for a credit or refund to stock- 
holders in such instances, where payment of tax had been made under the Revenue Acts 
of 1918 and 1921. 
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TAXATION OF SHAREHOLDERS OF PERSONAL SERVICE CORPORATIONS 


Where a corporation that had claimed exempt status was held to be a 
personal service corporation, its “undistributed Supplement S net income” 
for the taxable year during which it was exempt from excess profits 
tax was includible in the gross income of such of its shareholders as were 
shareholders on the last day of the taxable year of the corporation.**° The 
“undistributed Supplement S net income” is defined to mean the “Supple- 
ment S net income” minus the dividends paid by the corporation during 
the taxable year,** or the ordinary net income ** of the corporation less 
the sum of (1) the federal normal tax and surtax payable by the cor- 
poration for the year, (2) a deduction for charitable contribtitions, which 
is subject to a 15 per cent rather than a 5 per cent limitation,*** and (3) 
the dividends paid by the corporation to its stockholders during the taxable 
year.*** 


130 Tf the shareholders of a personal service corporation failed to include in their gross 
income the full amount of their distributive shares of undistributed Supplement S net 
income, the tax may be assessed, or a proceeding in court for the collection of such tax 
may be begun without assessment, at any time within 7 years after the return is filed. 
Sec. 275(d) (2) ; CommitTEE on Ways AnD MEANS Rep. 45 supra. 

131].R.C. § 392. For the purpose of determining the amount of dividends paid during 
the taxable year, §27, subsections (d) to (i), are applicable with respect to the basic 
surtax credit. Subsection (d) provides for the treatment of dividends in kind; subsec- 
tion (e) for dividends paid in corporate obligations; subsection (f) deals with taxable 
stock dividends; subsection (g), with distributions in liquidation; subsection (h), with 
preferential dividends; and subsection (i), with nontaxable distributions. 

132 Reg. 111, Sec. 29.393-1, indicates that the net income of the corporation is that 
computed under §21 of the Code, but without the deduction allowed under §23(q) for 
charitable contributions. 

183 For example, suppose that a personal service corporation has for the calendar year 
1942 a net income, as computed under Chapter 1 of the Code, of $190,000. The Federal 
income tax payable for that year amounts to $45,600. Assume, further, that contributions 
or gifts mace during that year in accordance with §23(q) amount to $35,000. The cor- 
poration’s S.ipplement S net income ‘is $124,400, computed as follows: 


Net income under chapter 1..........ccececccesceucceecees $190,000 
= Contributions deductible in computing net income under 
1 











Su ada ceed vddd Rede PU CENS eee EREV EN ERT UNES ds 6x eT EINE 10,000 

Net income computed without the benefit of any deduction for 

CONEETIMIEIODE 6 6:5. 56'xAncses0 hos bees sambis keene ss pseeeeen $200,000 
Lesa: Federal, inopie $85 «....5.0ics o60 05040 docie soe sls $45,600 
Contributions deductible under §393(b) (15% of 

ES ee ee rT) rere ery 30,000 75,600 
Supplement S net income...........ccccccscccccecsccceces $124,400 
EENSUNEIDE. RUD, 0 ctonate 406444 Resee bade <kpitains 903 +006 h sek none 
Undistributed Supplement S net income.................. $124,400 


See Reg. 111, Sec. 29.393-1. The regulations also provide that in the case of a 
taxable year of less than 12 months, on account of a change in accounting period, the 
net income is to be computed on the basis of the period included in the taxable year and 
is not to be annualized under the provisions of §47(c). 

184 See ComMITTEE Ways AND MEANs Rep. No. 2894, 76th Cong., 3d Sess. 43-44. 
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When this amount has been determined, each shareholder of the cor- 
poration who was a shareholder on the last day of the corporation’s tax- 
able year must include in his gross income for the taxable year in which 
or with which the taxable year of the corporation ends his pro rata share 
thereof, as a dividend. The amount that is to be included by each such 
shareholder is further determined by reference to the number of shares 
of stock he owns and the relative rights of each class of stock if there are 
several classes outstanding. If there are both common and preferred stock 
outstanding and the preferred are entitled to a specified dividend before 
any distribution may be made to the holders of the common stock, then 
the assumed ‘distribution of the undistributed Supplement S net income 
must first be treated as a payment of the specified dividend on the preferred 
stock before any part may be allocated as a dividend on the common 
stock.*** 

Each shareholder so including his pro rata share of the corporation’s 
income is allowed, for ordinary income tax purposes,*** a credit against 
his net income of his proportionate share of the interest on obligations of 
the United States and those of its instrumentalities that the corporation 
included in its gross income.’*’ Thus, if the corporation were entitled to 
credits reducing income for interest on such obligations included by it in 
its calculation of income, said credits would be proportionately extended 
to the shareholders so that each might take a credit for his share in his 
return. The Bureau has ruled *** that where the shareholders have in- 
cluded in their returns their proportionate shares of undistributed Sup- 
plement S net income and said net income of the corporation for a taxable 
year beginning on or after Jan. 1, 1941, was reduced by means of a carry- 
back of the net operating loss of a subsequent year, the shareholders are 
entitled to a credit or refund of any tax that resulted from an overstate- 
ment in their returns of the corporation’s undistributed Supplement S net 
income, provided that a claim is filed within the time specified in section 
322 of the Code. By the same token, it would appear that a net operating 
loss could be carried forward for 2 years and deducted in determining the 
Supplement S net income of the corporation.**® 





185 . R.C. §394(b) ; Reg. 111, Sec. 29.394-1; CommitrEE on Ways AND MEANs Rep., 
supra 44, 

186T R.C. §394(c) and Reg. 111, Sec. 29.394.2, state that the credit is available for 
the purposes of the tax imposed by §11 (normal income tax), §13 (tax on corporations 
in general), §14 (tax on special classes of corporations), §201 (tax on life insurance 
companies), §204 (tax on insurance companies other than life or mutual) §207 (tax 
on mutual insurance companies other than life) and § 362 (tax on mutual investment 
companies). 

187 bid. 

188 443 CCH 6583. 
189 Tt was ruled under the earlier acts that where the business of a personal service 
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It is to be noted that the undistributed income taxable to the share- 
holders was taxed to those who were the shareholders on the last day of 
the corporation’s taxable year. There would have apparently been no 
violation of the statute if a shareholder had transferred title to his stock 
to his wife and/or minor children prior to the close of the year, either by 
gift or otherwise. He might thereby have shifted the tax without ad- 
versely affecting the corporation’s personal service classification because of 
the constructive ownership concept. 

The Code and regulations provide that the amount of the undistributed 
Supplement S net income of the personal service corporation which was 
required to be included as a dividend in the gross income of the share- 
holders will, for income and excess profits tax purposes, be treated as 
paid-in surplus or as a capital contribution as of the close of the cor- 
poration’s taxable year. The accumulated earnings and profits of the 
corporation as of the close of such taxable year should have been reduced 
by a corresponding amount.**° 


Basis oF StocK IN HANDs OF SHAREHOLDERS 


If a shareholder of a personal service corporation was required to in- 
clude in his gross income his proportionate share of the undistributed 
Supplement S net income of the corporation, the amount so included shall, 
for the purpose of adjusting the basis of his stock with respect to such 
proportionate part, be treated as a distribution actually made by the 
corporation and as a reinvestiment in the corporation by the shareholder. 
This provision is applicable only to the extent of the amount of the Sup- 
plement S net income included in the shareholder’s gross income, subject 
to whatever adjustments may be made in the determination of the share- 
holder’s tax liability prior to the expiration of the period of limitations.** 

The stockholder’s cost basis of his stock is therefore increased by the 
amount of the undistributed corporate earnings assumed by him and taxed 
to him. Subsequent distributions actually made out of such earnings, 


corporation resulted in an operating loss, such loss could be divided among the stock- 
holders at the close of its taxable year in proportion to their respective shares and would 
constitute an allowable deduction to each [O.D. 581, 3 Cum. But. 198 (1920)] As has 
been pointed out, there would seem to be no basis for a similar contention under the 
present provisions inasmuch as taxability is predicated on a positive quantity, a divi- 
dend distribution, not a minus quantity. See 7 MerTENSs, LAw or FEpERAL INCOME TAxa- 
TION, § 42.21, 38. The Code makes no provision for the distribution of such losses among 
shareholders, similar to those allowed partners. See MonTGOMERY, FEDERAL TAX HANpD- 
BooK, II, 1216 (1940-41). 

140 T.R.C. § 394(d) ; Reg. 111, Sec. 29.394-3. 

141 |. R.C. § 394(e) ; Reg. 111, Sec. 29.394-4; Committer on Ways AND MEANs REpP., 
supra 44. 
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treated as paid-in surplus under section 395(d), would be non-taxable 
and would result in a diminution of the cost basis of the stock.**? Section 
113(b)(1)(D), in specific terms, excludes from the operation of its 
provisions corporations that were personal service corporations under 
the Revenue Acts of 1918 and 1921, inasmuch as undistributed earnings 
thereunder were not added to the basis of stock. 





CONSTITUTIONAL PROBLEMS 


As hereinbefore indicated, the personal service corporation sections of 
the Revenue Acts of 1918 and 1921 were repealed in 1921, largely because 
Eisner v. Macomber,’* threw doubt on their constitutionality.** Inas- 
much as the present provisions tax shareholders on undistributed corporate 
income, thereby ignoring the separateness of the corporate entity, it is 
quite possible that their constitutional validity may be brought to the 
fore, in spite of the complacent attitude that seemed to have characterized 
Congressional hearings and reports in that regard.*** 

It is not likely, however that the Supreme Court could be persuaded 
to hold the legislation unconstitutional. Various theories, as herein 
paraphrased, which would in all probability aid the Court to sustain 
the present provisions have been suggested.**® In the first place, said 
provisions were ameliorative in scope and optional with the taxpayer. 
If Congress can subject corporations in general to an excess profits tax, 
it would seem that it could establish reasonable conditions with respect 
to exemptions from said tax. Second, it has been suggested that an analogy 
can be drawn to the provisions of section 28 of the Code, under which 
stockholders of a corporation, by consenting to pay income tax on their 
distributive share of undistributed profits, permit the corporation to treat 
the funds as having been distributed and to take a credit therefor. It 
should be noted, however, that, in order to avail itself of the consent divi- 
dends credit under section 28, the corporation must file signed consents 
made under oath by the consenting shareholders and, in each such 
consent, the shareholder must agree that he will include as a taxable divi- 
dend a specified amount. Finally, it has been stated that the doctrine of 
“constructive receipt” might be effectively utilized where it could be 
argued that the earnings of the corporation were so closely within the 
reach of its stockholders that, in effect, they were subject to their control 
and therefore taxable to them as having been “constructively received.” 








142 T.R.C. §113(b) (1) (D). 

148 252 U.S. 189 (1920). 

144 See section on “LEGISLATIVE History” supra. 
145 [bid, 

146 See Note, 41 Cor. L. Rev., 296, 300-2 (1941). 
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It is thought that this argument would not impress the Court unless it 
were willing to ignore the corporate entity. 

But none of these would meet the objection of a minority shareholder 
who was taxed on an amount of money that he did not receive and who did 
not consent to be taxed in that way. The minority stockholder might 
further claim that he had no desire to increase his cost basis of stock, 
through a capital contribution, but wished to collect the portion of the 
corporate distribution which is deemed available to him. The contention 
that the minority stockholder has been legally outvoted by the majority 
stockholders who have elected to be taxed in accordance with the statutory 
provisions would not in and of itself seem to be of sufficient merit to out- 
weigh considerations engendered by the Fifth and Sixteenth Amendments. 
Nor would such a contention appear to have great merit where an indi- 
vidual was constituted a stockholder constructively, by virtue of the 
ownership of shares held by his minor child or wife. In this last instance, 
not only would the constructive owner be taxed in a manner to which he 
did not consent, and on money which he did not receive, but he would be 
taxed because of earnings on property which he owns only because the 
law says he owns it. 
































The “102” Cases 


J. K. LASSER anp ROBERT S. HOLZMAN 


“ 


. a page of history is worth a volume of logic.” 2 


‘te true objectives of section 102 and its predecessor sections may be 
gleaned from ample references in the Congressional committee reports 
and floor discussions. How effectively these objectives have been imple- 
mented by the law, the regulations, and: Treasury policy may be ascer- 
tained to large extent by the court decisions. Most section 102 matters, 
however, never reach the courts. This type of law may be likened to a 
silent policeman which directs and regulates without actually doing any- 
thing at all in most instances. Section 102, in disembodied form, sits at 
the directors’ meetings of every well-managed corporation; and by its 
mere existence, it prevents unreasonable accumulation of surplus more 
effectively than the combined efforts of all the Revenue Agents. 

But that is not enough. “Unreasonable” is a relative term; and if it 
were left to every Board of Directors to determine what surplus could be 
retained by its corporation, the objectives of section 102 could not be 
attained. Surpluses are sometimes accumulated unreasonably to circum- 
vent the personal surtax rates; on other occasions, the accumulation is 
innocent or has been achieved because management believes there is (or 
will be) business justification for it. Someone has to be the arbiter of 
what is “unreasonable” insofar as a particular set of circumstances is 
concerned ; and while in the final analysis this may be the United States 
Supreme Court, in the first analysis it will be the Revenue Agent. 

Only the directors (if even they) know why a corporation really ac- 
cumulated surplus; but the Revenue Agent is helped immeasurably by 
the fact that his finding is presumptively correct.2 The Commissioner’s 


J. K. Lasser is Chairman, Federal Tax Committee of the New York State Society of 
Certified Public Accountants, and Chairman, New York University Institute on Federal 
Taxation. 

Rosert S. HotzMAn is a Tax Consultant in New York City, a member of the faculty 
of New York University Graduate School of Business Administration, lecturer at New 
York University Institute on Federal Taxation, and author of numerous articles in 
accounting, law and tax publications. 

1Mr. Justice Holmes in New York Trust Company v. Eisner, 256 U.S. 345,349 (1921). 

2 Reg. 111, Sec. 29.102-2. Hemphill Schools, Inc., B.T.A. Memo. Dkt. 103720. P-H 
142,285 (1942), aff'd, 137 F. 2d 961 (C.C.A. 9th 1943); Southland Industries, Inc., 
5 TCM 950 (1946) ; Beim Company v. Landy, 113 F. 2d 897 (C.C.A. 8th 1940). Green- 
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presumptive proof helps not only the Revenue Agent but also the courts, 
for under the earlier versions of this section, there was need not only for 
a psychologist but one gifted with extrasensory perception. 





In this case it is necessary to peer into the mind of the taxpayer to determine 
its intent.® 

Purpose, being a state of mind, is always difficult to determine in a proceed- 
ing like this. Subsequent events may aid.* 


As Judge Learned Hand has said: 


Ordinarily it will indeed be difficult to prove the forbidden purpose, unless 
the accumulations are too large for the fair needs of the business. But it 
may not be impossible to do, even though the profits arise out of normal 
business. . . . The management may for example be shown to have always 
been sanguine, and to have withheld only small reserves, though prudence justi- 
fied more. A sudden change of policy, coincident with large increases in the 
surtax rates, might in that situation betray a purpose to accumulate against a 
season more propitious for distribution. Or the officers might unguardedly 
disclose a scheme to avoid surtaxes, though the other evidence was not enough. 
A statute which stands on the footing of the participants’ state of mind may 
need the support of presumption, indeed be practically unenforceable without 
it, but the test remains the state of mind itself, and the presumption does 
nothing more than make the taxpayer show his hand.° 


Such showing, however, 


. . . does not relieve the taxpayer if it discloses the state of mind the statute 
condemns.® 

In ordinary life it is not unreasonable to infer that the effect of a voluntary 
act is among the purposes of the actor.” 


And yet 


. . the taxes under these statutory provisions are not imposed because of 
effects ; avoidance per se is not prohibited. It is the purpose, the intention 
motivating a course of action, which is made controlling by the very words 
of the statute. Unless the purpose was to prevent the imposition of surtaxes, 
the tax may not be imposed. Admittedly, circumstances may evidence a 
purpose, and circumstances such as we find here, without a further showing, 


spun, 3 TCM 341 (1944), aff'd, 156 F. 2d 917 (C.C.A. 2d 1946); Olin Corporation, 42 
B.T.A. 1203 (1940) ; Plant Line Stevedoring Company, Inc., B.T.A. Memo. Dkt. 108345. 
P-H {42,221 (1942); J. M. Perry & Company v. Comm’r, 120 F. 2d 123 (C.C.A. 
9th 1941); Metal Mouldings Corporation, 1 TCM 616 (1943). 

8 William C. DeMille Productions, Inc., 30 B.T.A. 826, 829 (1934). 

* Nipoch Corporation, 36 B.T.A. 662, 668 (1937). 

5 Italics supplied. United Business Corporation of America v. Comm’r, 62 F. 2d 754, 
755 (C.C.A. 2d 1933). 

6 A. D. Saenger, Inc., 33 B.T.A. 135, 138 (1935), aff'd, 84 F. 2d 23 (C.C.A. 5th 1936). 

7R. B. Blaffer & Company, 37 B.T.A. 851, 856 (1938), aff'd, 103 F. 2d 487 (C.C.A. 
5th 1939). 
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justify the finding of the prohibited purpose at which these provisions are 
aimed.® 

The operation of the statute is dependent upon the purpose of the corpora- 
tion, acting through its officers, to accumulate earnings and profits in order 
to prevent the imposition of surtax on its shareholders as the result of the 
distribution of such earnings in the form of dividends. Effects are not con- 
trolling, . . . it is the purpose which is all important.® 


If the taxpayer cannot, or does not, produce a rebuttal, the Commis- 
sioner’s presumption will stand.” 
- This presumption applies to all corporations that are within the purview 
of the section. 


The petitioner contends that this prima facie presumption does not apply 
to it for the reason that it was something more than a ‘mere’ holding or 
investment company. Even assuming that the petitioner in its actual opera- 
tions was something more than a ‘mere’ holding or investment company, it 
was, nevertheless, the type of corporation which, in our opinion, Congress 
had in mind in the enactment of section 104 of the Revenue Acts of 1928 
and 1932 and similar provisions of the earlier acts.** 


But if the presumption may be rebutted, the Commissioner’s case will 
collapse. 


It having been established as a fact that the earnings or profits of the 
Plaintiff corporation have not been permitted to accumulate beyond the 
reasonable needs of the business, no prima facie case arises of a purpose to 
avoid the imposition of the surtax upon the shareholders.** 


That presumptions are dangerous if too recklessly advanced or glibly 
used is a fact that the courts frequently overlook, and it is reassuring to 
find : 


The respondent has determined that there has been an accumulation by 
petitioner beyond the reasonable needs of its business and this determination 
has presumptive correctness. However, since the statutory provision is harsh 
in character, it must be applied with caution."* 


The presumption that accumulations were for the purpose of evading 
personal surtaxes of the stockholders may be upset by evidence of the 
actual effect upon the stockholders’ taxes. Thus where all of the stock of 
a corporation was owned by an estate which had a loss in the taxable year, 


8 Cecil B. DeMille, 31 B.T.A. 1161, 1174 (1935). 

® Walkup Drayage & Warehouse Company; Merchants Express Corporation, 4 TCM 
695, 701 (1945). 

10 A. & J., Inc., 38 B.T.A. 1248 (1938) ; Estate of Daniel Bleser, 41 B.T.A. 643 (1940) ; 
Greenspun, 3 TCM 341 (1944), aff'd, 156 F. 2d 917 (C.C.A. 2d 1946). 

11 Almours Securities, Inc., 35 B.T.A. 61, 73 (1936). 

12 Steele’s Mills v. Robertson, 43-1 USTC 99397 (M.D.N.C. 1943). 

18 Gunlocke Chair Company, 2 TCM 885, 894 (1943), aff'd, 145 F. 2d 791 (C.C.A. 2d 
1944). 
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the corporation was able to show that even if its earnings had been dis- 
tributed, the estate would have been subject to an income tax of only 
about $600, and hence the accumulations could not have been made to 
evade personal surtaxes.** 

The courts do not appear to believe that section 102 is a club that may 
be used to compel an automatic distribution of all earnings. 


The statute in question was not intended to force the distribution of earn- 
ings and profits necessary for the proper operation of the business but was 
intended only to prevent the accumulation of earnings and profits for the 
purpose of avoiding the imposition of surtax upon the shareholders.*® 

A fortiori, a corporation certainly must have the untrammeled right, within 
reasonable limits, to financially protect itself and its shareholders.’® 


It is the purpose to evade personal surtaxes that is fatal; and if 
this is present the existence of other purposes will not circumvent the 


Commissioner.”’ 
But in considering a case under section 102, the courts will give full 


recognition to reasons that are scarcely more moral, provided evasion of 
personal surtax is not one of them. 


. we think it plain that the purpose was not to escape surtax, but rather 
to escape creditors, landlords, and others. . . . Purpose to escape creditors 
is one thing ; purpose to escape surtax is another. Even if it were admitted 
that there was a positive plan to convey in fraud of certain creditors, purpose 
to evade surtax would not follow.** 


The argument that a substantial surplus is valuable to impress and hold 
customers has been spurned. 


In reply it can be said that plaintiff acquired sole supplier position because 
it made the best wipers at the lowest prices and not because it maintained 
large surpluses. If it would not have continued to make better and cheaper 
wipers than its competitors, they would have won regardless of the amount 
of the plaintiff’s undistributed profits.’® 

Short shrift has been given to arguments that the section 102 surtax 
should not be imposed, because the statute is injudicious or is based upon 


faulty economic doctrine.” 


14 Irvington Investments Company, 32 B.T.A. 1165 (1935). 

15 Walkup Drayage & Warehouse Company; Merchants Express Corporation, 4 TCM 
695, 702 (1945). 

16 Dill Manufacturing Company, 39 B.T.A. 1023, 1031 (1939). 

17 Mead Corporation, 38 B.T.A. 687, 697 (1938), rev’d on other grounds, 131 F. 2d 330 
(C.C.A. 3rd 1940). 

18 Delaware Terminal Corporation, 40 B.T.A. 1180, 1195 (1939). 

19 Trico Products Corporation v. McGowan, 67 F. Supp. 311, 317 (W.D.N.Y. 1946). 

20 Cecil B. De Mille, 31 B.T.A. 1161 (1935) ; Trico Products Corporation v. McGowan, 
67 F. Supp. 311 (W.D.N.Y. 1946). 
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CONSTITUTIONALITY 


It took a long time for unreasonable accumulation of surplus cases to 
reach the courts; for until the Commissioner was given his presumptive 
right, any case appeared difficult to prove. The first case to be tried on its 
merits involved the issue of the unconstitutionality of the statute which, 
the taxpayer claimed, was too indefinite. The Court disagreed, saying 
that standards of conduct, fixed no more definitely, are common in the 
law, such as the general rule that a man must act as the occasion demands. 
Furtkermore, the result of the presumption is at best no more than to 
compel the taxpayer to disclose the facts.”* 

A subsequent case brought forth the argument that the Tenth Amend- 
ment to the Constitution was violated by this tax, as corporations were 
the creatures of the states, and Congress could not usurp the right to 
regulate state-created bodies by the use of the taxing power when all the 
powers not delegated to the Federal government were expressly reserved 
to the states. The Court felt that the effect of the law was no greater 
than to compel a corporation to disclose its earnings, etc. As to the 
argument that the corporation was being deprived of its property without 
due process of law in violation of the Fifth Amendment, the Court said 
that to hold this action to be beyond the power of the Congress would 
be the equivalent of holding that Congress is impotent to prevent evasion 
of the tax law.” 

By 1938, the issue of constitutionality reached the United States 
Supreme Court. A series of alleged unconstitutional aspects of the law 
was advanced in behalf of a corporation, which arguments Mr. Justice 
Brandeis answered seriatim: 

1. As to the argument that the Tenth Amendment was violated because 
this section interfered with the power to declare or withhold dividends, 
a power that the state had conferred upon the corporation, 


The statute in no way limits the power of the corporation. It merely lays 
the tax upon corporations which use their power to prevent imposition upon 
their stockholders of the federal surtaxes.”* 


2. As to the argument that the section was unconstitutional because the 
liability imposed is not a tax upon income, but a penalty designed to force 
corporations to distribute earnings in order to create a basis for taxation 
against the stockholders, 


21 United Business Corporation of America v. Comm’r, 62 F. 2d 754, 755 (C.C.A, 2d 
1933). 

22 Williams Investment Company v. United States, 3 F. Supp. 225 (Ct. Cl. 1933). 

23 Helvering v. National Grocery Company, 304 U.S. 282, 286 (1938). 


5 
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Kohl, the sole stockholder of the business, could not by conducting it as a 
corporation, prevent Congress, if it chose to do so, from laying on him in- 
dividually the tax on the year’s profits. If it preferred, Congress could lay a 
tax upon the corporation, as was done by section 104. The penal nature of 
the tax does not prevent its being valid, as the tax was otherwise permissible 
under the Constitution.* 


3. As to the argument that the tax was unconstitutional because it was 
on a purpose rather than upon an action, 


It is said that section 104 is unconstitutional because the liability is laid 
upon the mere purpose to prevent imposition of the surtaxes, not upon the 
accomplishment of that purpose; and that, it is a direct tax on the state of 
mind. But this is not so. The tax is laid “upon the net income of. such 
corporation.” The existence of the defined purpose is a condition precedent 
to the imposition of the tax liability, but this does not prevent it from being 
a true income tax within the meaning of the Sixteenth Amendment. The 
instances are many in which purpose or state of mind determines the incidence 
of an income tax.” 


4. As to the argument that there was a deprivation of property without 
due process of law in that there was no standard or formula specified for 
the guidance of the Commissioner or the corporate directors, 

The prescribed standard is not too vague.” 

5. As to the argument that the section was unconstitutional because it 
required the delegation of taxing powers to the Commissioner, 


It is said that section 104 is void because it delegates to the Commissioner 
legislative power. The statute provides that if the corporation is availed of 
for the forbidden purpose, the tax ‘shall ‘be levied, collected, and paid’; and 
certain facts are made prima facie evidence of the existence of this purpose. 
No power is delegated to the Commissioner, save that of finding facts upon 
evidence.”’ 


The case also established the fact that the tax could be asserted against 
a bona fide business corporation, in that action one actively engaged in 
the operation of a large chain of grocery stores. 


“FORMED . . . For AVOIDANCE OF SURTAX” 


Proof that a corporation was formed for the avoidance of personal 
surtaxes is a task of no mean proportions. The corporate charter would 
scarcely so specify; and even if the corporation had been formed for such 
a purpose, it seems hardly likely that the Commissioner of Internal 
Revenue would ever know about it unless the company similarly were 


24 Jd. at 288. 
25 Jd. at 289. 
26 Jd. at 290. 
27 Helvering v. National Grocery Company, loc. cit. supra note 26. 
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being availed of for the interdicted purpose. Consequently the courts 
neatly side-step the two-pronged phrase and examine into the manner in 
which the corporation is being availed of insofar as the stockholders’ 
surtaxes are concerned.” 

Twenty-four years after this language first appeared in the statute, it 
was noted that 


The Commissioner has been sustained in applying section 104 and its 
predecessors in a number of cases. But in each of these cases there has been 
a finding that the corporation was ‘availed of’ within the taxable year for 
the purpose described in the statute. No case has come to our attention where 
the Commissioner has been sustained solely on the ground of the purpose 
for which a corporation was formed.” 


If the Commissioner is able to establish that the corporation was created 
for the interdicted purpose, the various aids furnished him by the Code 
and regulations may be laid aside. 


If it was ‘formed’ for the purpose specified in the acts, it is immaterial 
whether the prima facie presumption applies or not.*° 


‘“AVAILED OF . . . For AVOIDANCE OF SURTAX” 


Most section 10? cases make at least formal reference to the fact that 
the Commissioner aas found that the corporation was availed of for the 
purpose of avoidinz surtaxes upon its shareholders. 

There is ample frecedent for recognition of a corporation that existed 
before the income tax law, or which was formed for uncontested purposes 
and actually operated ior legitimate purposes for years, which corporation 
was subsequently found to have changed its policies, to the extent that it 
was now being utilized for the benefit of the personal tax problems of the 
stockholders. 


A corporate practice adopted for mere convenience or other reasons, and 
without tax significance when adopted, may have been continued with the 
additional motive of avoiding surtax on the stockholders.** 


Nor does it matter that the corporation is engaged in a perfectly legitimate 
commercial activity, if a purpose to avoid stockholders’ taxes may be 
spelled from the retention of earnings beyond reason. 


That the corporation was not originally formed for any condemned pur- 
pose is conceded, and that it had a legitimate coal business which continued 
through the taxable years and for many years thereafter is not challenged.* 


28 A. D. Sacnger, Inc. v. Comm’r, 84 F. 2d 23 (C.C.A. 5th 1936). 

29 Nipoch Corporation, 36 B.T.A. 662, 668 (1937). 

80 Almours Securities, Inc., 35 B.T.A. 61, 74 (1936). 

31 Helvering v. Chicago Stock Yards Co., 318 U.S. 693, 699 (1943). 

82R. C. Tway Coal Sales Co. v. United States, 75 F. 2d 336, 339 (C.C.A. 6th 1935). 
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Thus it is the use to which the corporation is put that governs, and not 
the manner in which its ordinary commercial activities are conducted. 


We do not decide that it was organized to escape the payment of surtax, 
but the evidence leads fairly to the conclusion, and the Board so found, that 
Blaffer was using it to avoid paying this tax.** 


YARDSTICKS 


Since every corporation has its own individual problems, there is no 
set of factors or determinants that may be applied to decide whether 
section 102 may be invoked. Thus it has been observed that 


In the numerous discussions and conclusions in cases of this character 
there is no set standard of measurement. Prominent factors in one case may 
become minor in another.** 


But in several cases, there have been attempts to characterize what is 
required. Thus in one action the Court reviewed what might be considered 
evidentiary of reasonable needs for retained earnings. 


The answer to this question requires the consideration of numerous factors, 
among them being the character of the business, its course relative to ex- 
pansion, customers’ demands, contract obligations, hazards encountered, effect 
of world conflict, type and amount of competition, use of surplus, fluctuation 
of sales, experience in receipts and need for additional inventory and fixed 


assets.*5 


In another case, the Commissioner had presented a distillate of the source 
materials that had been accepted hitherto by the courts. 


Respondent correctly points out that adjusted cases suggest many elements 
to be taken into consideration in attempting to determine the presence or 
absence of the purpose interdicted by the statute. Those he enumerates 
are: (1) factual background; (2) balance sheets; (3) source of earnings; 
(4) nature of investments; (5) accumulation of surplus; (6) niggardly pay- 
ment of dividends; (7) loaning of cash to stockholders; and (8) retention 
of large balances. Cases applying or discussing some of these principles 
(which are overlapping) are legion.*® 


It was the Court that itemized the significant factors in another case: 


Considering the volume, the hazards and nature of the business, the need 
for ready cash or credit, the lack of marketable assets, the history of past 
years, and the prospects for the future, we are of the opinion that petitioner 
had reasonable need in its business for the accumulated surplus.*’ 


83 R. L. Blaffer & Company v. Comm’r, 103 F. 2d 487, 489 (C.C.A. 5th 1939). 

84 Universal Steel Company, 5 T.C. 627, 637 (1943). 

35 Wean Engineering Company, Inc., 2 TCM 510, 515 (1943). 

86 California Motor Transport Co., Ltd.; California Motor Express, Ltd., 1 TCM 974, 


979 (1943). 
87 Millane Nurseries & Tree Experts, Inc., 1 TCM 228, 230 (1942). 
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But the yardsticks utilized by the corporation’s executives in evaluating 
the size of the surplus to be retained will not influence Commissioner or 
Court. A manufacturing company attempted to justify its retention of 
earnings by claiming that it always sought to retain a ratio of gross sales 
to capital of 1 to 1.46. Said the Court: 


. . . we cannot agree that the ratio between sales and capital throws any 
strong light upon the taxpayer’s purposes. 


The Court felt that a better yardstick would have been the ratio of net 
quick assets to sales, which figure was at its peak during the taxable year.** 
It was likewise the Court that noted : 
This record evidences no excessive inventories; no loans to any officers 
or stockholders; no investments in stock or bonds of other corporations ; 


and no intent to expand into collateral or unrelated lines of business, or to 
unreasonably expand within its own field.*® 


LATITUDE PERMITTED TO DIRECTORS 


There are few phases of the Internal Revenue Code so repugnant to the 

business man as that part of section 102 which seemingly subordinates the 
judgment of management to that of the Revenue Agent. Does the 
Revenue Agent have the right, or even the ability, to evaluate the business 
needs of the corporation and thus override the considered opinion of men 
who know the industry and certainly that particular company better than 
any “outsider” could? This point of view of the businessman was well 
expressed in a study by an impartial fact-finding organization, as a result 
of replies to a questionnaire sent to many corporations. This report said 
in part: 
. . . But the Bureau of Internal Revenue is a tax collecting organization, 
not a business management advisory board, and is therefore not presumed 
to be qualified to tell corporation executives how the finances of their business 
should be handled. The effect of Section 102, however, is to give that Bureau 
the authority to make vital decisions without corresponding responsibility 
for the consequences of such decisions.*° 


The courts often have recognized that responsibility must be accom- 
panied by a certain degree of discretion. Thus it has been said: 


Under the circumstances, we are reluctant to substitute our judgment for 
that of the directors who are legally charged with the duty of weighing and 
deciding this important economic question.** 


38 United Block Co. v. Helvering, 123 F. 2d 704 (C.C.A. 2d 1941). 

39 Lane Drug Co., 3 TCM 394, 396 (1944). 

4° National Industrial Conference Board, Errects or Taxes Upon Corporate Pouicy, 
48-9, 

41 Lane Drug Co., 3 TCM 394, 396 (1944); Dill Manufacturing Company, 29 B.T.A. 
1023 (1939) ; Syracuse Stamping Company, 4 TCM 371 (1945) ; R. C. Tway Coal Sales 
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Even if the discretion exercised by management was not necessarily 
what other persons would have deemed appropriate, this difference of 
opinion is not ipso facto indicative of an improper use of the directors’ 
discretionary power. 


There was no showing in this case that these profits were permitted to 
accumulate for the purpose of evading taxes. The board of directors con- 
templated using them for extensions of business, and -while the Supreme 
Court of Michigan held that it would have been an abuse of discretion to 
devote them to that purpose, there was no intimation by that court, nor has 
there otherwise been one, to the effect that they were being withheld to avoid 
tax levies.*? 

The fact that petitioner intended to pay for the various expansion projects 
in cash out of amounts which it had savéd from its own earnings, rather 
than from borrowed money, may be an unorthodox method of financing 
which may not meet the approval of investment bankers, but we are not 
prepared to say that it was reprehensible or unreasonable and know of no 
provision in the Revenue Act which it contravenes.** 


The directors admittedly have responsibilities, and they must take cog- 
nizance of contingencies which cannot be ignored if sound business judg- 
ment is to be exercised.** But the discretion permitted to directors is not 
completely without bounds. Even if a certain amount of discretion is 
recognized, there is again that concept of “unreasonable.” *° 

The fact that the directors were men of ability and principle will not 
be a guarantee that their discretion was exercised in a strictly objective 
manner. Thus 


Whether the . . . directors were interested or disinterested or men of 
high character does not determine the question at issue. Disinterested directors 
may be more conservative than the statute permits. Interested directors may 
testify to corporate needs which do not exist. ‘While the judgment of the 
corporate directors is not to be disregarded, there is no rule that it is con- 
clusive.’ L, Schepp v. Commissioner, 25 B.T.A. 419.*° 


And the distinguished ability of the directors may per se be very damning. 


However, there is a ready answer to both of these propositions which 
might be expected to have occurred to a directorate of the caliber of 
petitioners.*? 

Co. v. United States, 75 F. 2d 336 (C.C.A. 6th 1935); Steele’s Mills v. Robertson, 43-1 
USTC 99397 (M.D.N.C. 1943). 

42 Kales vy. Woodworth, 32 F. 2d 37, 39 (C.C.A. 6th 1929). 

48 Howard Flint Ink Co., B.T.A. Memo. Dkt. 108376. P-H {42,410 (1942). 

441L. R. Teeple Co., 47 B.T.A. 270, 279 (1942). 

45 Trico Products Corporation v. Comm’r, 46 B.T.A. 346 (1942), aff'd, 137 F. 2d 424 
(C.C.A. 2d 1943); Gunlocke Chair Company, 2 TCM 885 (1943), aff'd, 145 F. 2d 791 
(C.C.A, 2d 1944). 

46 Trico Products Corporation v. McGowan, 67 F. Supp. 311, 319 (W.D.RLY. 1946). 

47 Whitney Chain & Manufacturing Company v. Comm’r, 3 T.C. 1109, 1119 (1944), 
aff'd, 149 F. 2d 936 (C.C.A. 2d 1945). 
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WHERE THE BENEFICIARY Dogs Not MAKE THE DECISION 


An old principle of Roman jurisprudence, Quis prodest,** often helps 
determine (presumptively, at the least) whether the officials who decide 
to retain earnings were doing so because of personal surtax considera- 
tions. Where the decision not to distribute earnings can be shown by the 
Commissioner to have saved $x in tax to the official who made the 
decision, the government’s case is well on the way to being proven; but 
the government’s case may collapse where the converse may be shown, 
that is, where any saving in personal surtax will not accrue to those who 
make the decision to withhold dividends. Thus where the president of a 
corporation decided upon the company’s dividend policies, the showing 
that he owned but 10 per cent of the stock defeated the Commissioner’s 
action, for the personal surtax savings would go primarily to persons not 
consulted on policy. 

According to a schedule prepared by counsel for the respondent . . . show- 
ing the surtax which would have resulted from a dividend distribution by 
petitioner of all its 1938 earnings, the burden of such taxes would have fallen 
heaviest upon [the other two stockholders] . . . neither of whom took any 
part in determining whether or not petitioner would pay a dividend.** 

If [the principal stockholders] escaped surtax it was not due to any act 
or intention of the corporation, its officers, or directors, and we see no reason 
for imputing to the corporation an intention to accomplish that result.*° 


And a court was strongly influenced by the fact that 


. a minority stockholder, as general manager, was in complete control 
of operations of the business.** 


Similarly, the existence of a strong minority interest would cogently 
suggest that the management could not be guided exclusively by personal 
surtax considerations, for there are practical limits to the extent to which 
a majority group may ride roughshod over a stubborn minority. And 
where this minority is aggressive and conscious of its position, there is 
good reason to conclude that the corporation’s needs were not entirely 
subordinated to those of the directors. 


Throughout the record there is apparent a difference of opinion between 
. the actual, active manager of the petitioner, and . . . its nominal head 
and chief stockholder.** 
[The corporation] had nine stockholders, who did not always agree, as is 
shown by the ouster of Schusser as president.** 


48 “Who profits by it?” 
» Smokeless Fuel Company, 2 TCM 794, 797 (1943). 
\ 50 Gus Blass Company, 9 T.C. No. 3 (1947). 
51 Universal Steel Company, 5 T.C. 627, 637 (1943). 
52 Fisher & Fisher, Inc., 32 B.T.A. 211, 218 (1935). : 
53 Delaware Terminal Corporation, 40 B.T.A. 1180, 1194 (1939). 
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Although [the chief stockholder] had controlling interests in both cor- 
porations, each of them had minority stockholders with substantial interests. 





And as to his borrowing from the corporations, 


. . there was no certainty that . . . such payment could not be enforced 
at the insistence of the latter’s minority stockholders. . . . ™ 


WHERE CORPORATION AND STOCKHOLDERS ARE AN ENTITY 


If the Commissioner can show that the corporation is in effect the same 
personality or entity as the stockholder(s), the presumption is fairly well 
established that the corporation is being used for the individual’s require- 
ments, one of which is that the corporation will pay dividends only if and 
to the extent that the stockholder is benefited. It is not too difficult under 
such circumstances to establish the evidentiary fact that any accumulation 
is for the benefit of the stockholder. 

Here the accumulated earnings became available go the investment program 


of . . . the sole stockholder of the taxpayer, or for other purposes as he might 
determine.** f 


Where a corporation was caused to make loans to another company owned 
by the same interests instead of paying dividends out of its earnings, it 
was found that 


. while avoiding surtaxes the profits of the taxpayer were used to the 
distinct advantage of the chief stockholders. . . . [H]e treated same some- 
what as his own personal businesss and as the means to the furtherance of 


his ambition. . . . *° 
As the Supreme Court said in one of its two section 102 cases, 


Kohl, the sole owner of the business, could not by conducting it as a corpora- 
tion, prevent Congress, if it chose to do so, from laying on him individually 
the tax on the year’s business.** 


Where the corporation is being used as the alter ego of the stockholders, 
the courts will be quick to find that corporate accumulations are pre- 
sumptively for stockholder benefits.°* The same conclusion will be reached 
when the corporation had legitimate interests to which its funds might 
have been devoted, if the evidence discloses the strictly personal use to 
which the corporate surplus was disposed. 


54 R. C. Tway Coal Sales Co. v. United States, 75 F. 2d 336, 339 (C.C.A. 6th 1935). 
55 Helvering v. Chicago Stock Yards Co., 318 U.S. 693, 701 (1943). 


56 Medical Arts Hospital of Dallas v. Comm’r, 141 F. 2d 404, 405 (C.C.A. 5th 1944). 


57 Helvering v. National Grocery Company, 304 U.S. 282, 288 (1938). 
58 R. L. Blaffér & Company v. Comm’r, 103 F. 2d 487 (C.C.A. 5th 1939). 
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In short, there was ground for the inference . . . that . .~ the assets of 
Semagraph Company were not being used for the sole purpose of developing 
the Semagraph enterprise but for other purposes of the sole owner.*® 


The Commissioner’s ingenuity may be tested in adducing evidence that 
the corporation has been availed of for the stockholder’s purposes. In one 
case it was demonstrated that when the boyhood home town of the chief 
stockholder had begged him to save the bank, it was his corporation that 
came to the town’s rescue, while his nephew emerged as the new president 
of the bank saved by his corporation.*® Elsewhere the Commissioner 
showed that a corporation financed its sole stockholder’s purchases and 
borrowings without charge. And a court was impressed with the Com- 
missioner’s evidence that the chief stockholder of a corporation guaranteed 
his corporation’s brokerage account, while on occasion the stockholders 
sold to the corporation, or else they sold through a broker at the same time 
that the corporation made identical purchases per broker.® 


AFFILIATED COMPANIES 
According to the regulations : 


If one corporation owns the stock of another corporation in the same or a 
related line of business and in effect operates the other corporation, the busi- 
ness of the latter may be considered in substance although not in legal form 
the business of the first corporation. Earnings or profits of the first corpora- 
tion put into the second through the purchase of stock or otherwise may, 
therefore, if a subsidiary relationship is established, constitute employment 
of the income in its own business. Investment by a corporation of its income 
in stock or securities of another corporation is not of itself to be regarded 
as employment of the income in its business. The business of one corporation 
may not be regarded as including the business of another unless the other 
corporation is a mere instrumentality of the first; to establish this it is ordi- 
narily essential that the first corporation own all or substantially all of the 
stock of the second.® 


But where a corporation argued that accumulation was necessary for 
the requirements of a subsidiary which had little credit, and that if the 
subsidiary were not financed the investment would havg been lost by for- 
feiture of leases, the Court said: 


We are not, however, impressed by this argument. The business of the 


[subsidiary] was not the business of this company." 


59 Semagraph Company v. Comm’r, 152 F. 2d 62, 65 (C.C.A. 4th 1945). 

60 Mead Corporation, 38 B.T.A. 687 (1938), rev’d on other grounds, 131 F. 2d 330 
(C.C.A. 3rd 1940). 

61 McCutchin Drilling Company v. Comm’r, 143 F. 2d 480 (C.C.A. 5th 1944). 

62 R. L. Blaffer & Company v. Comm’r, 103 F. 2d 487 (C.C.A. 5th 1939). 

63 Reg. 111, Sec. 29.102-3. 

64 Keck Investment Company, 29 B.T.A. 143, 149 (1933). 
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The need for retention of earnings in order to assist other corporations 
controlled by the taxpayer-corporation was ignored in another case be- 
cause of demonstrated strength.®* Where a corporation made advances to 
Diesel schools and other enterprises owned by its stockholder, the Court 
did not find that there was any business requirement or obligation to help 
out these enterprises.°* Where a corporation justified its accumulations 
on the ground that subsidiaries were in need of funds, the Court said: 





The business of these corporations can not be regarded as the businesses 
of the petitioner.* 


But where, in a group of affiliated companies, there had been a practice of 
long standing for any corporation temporarily in need to borrow from 
whatever company was best able to help out at that particular time, the 
needs of the affiliates were considered to be matters of legitimate concern 
to the other corporations in the group. This policy in the particular case 
was not considered to be repugnant to the sense of the statute.®* 


AWARENESS OF PERSONAL TAX EFFECT 


Since avoidance of personal surtaxes is the result of unwarranted re- 
tention of corporate surplus, the courts are interested in knowing whether 
those responsible for such retention were actuated by the effect of this 
withholding of distributions upon their own tax brackets. If it may be 
demonstrated that the directors were fully conscious of the personal tax 
effect, it might be concluded (at least presumptively) that the corporate 
policy was set not only by corporate consjderations. On the other hand, 
the mere fact that retention of earnings by the corporation saved the 
individuals money is not in itself damning, and under most circumstances 
the latter is an automatic result of the former.® But even if it is axiomatic 
that retention of corporate earnings will save the stockholders’ surtaxes, 
it does not follow that the management took this factor into consideration. 
Perhaps the directors were blissfully unaware of this consequence of re- 
tention ; perhaps the retention was actuated by commercial reasons without 
regard to the tax aspect. Unawareness of consequences is not too moving 
an argument, but a sound commercial reason: is.”° 

A corporation may have been formed primarily to keep the surname of 
its creator reserved for his own use, in the face of the possibility that 


65 Olin Corporation, 42 B.T.A. 1203 (1940). 

66 Hemphill Schools, Inc., B.T.A. Memo. Dkt. 103720. P-H { 42,285 (1942), aff’d, 137 
F. 2d 961 (C.C.A. 9th 1943). 

67 Stanton Corporation, 44 B.T.A. 56, 79 (1941). 

68 Hanovia Chemical & Manufacturing Company, 2 TCM 822 (1943). 

89 Dietze & Company, Inc., 1 TCM 93 (1942). 

70 Wean Engineering Co., Inc. 2 TCM 510 (1943). 
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the founder’s brother was going to enter the same field of endeavor ; in 
such a circumstance there is no inference that the corporate form of 
business was adopted in order to make use of the incorporated pocketbook 
mechanism. The tax consequences of incorporation were secondary to a 
business reason.” 

The tax consequences of retention of earnings may have been secondary 
to other objectives.” The corporation will be helped if 


There is nothing in the evidence to indicate that the question of surtax of 
the stockholders was ever taken into consideration in determining whether a 
dividend should be paid." 


And a court was sympathetic to a corporation’s testimony that it had 
discussed the question of dividends with its counsel late in 1939, after the 
issuance of T.D. 4914 had set up the 70 per cent yardstick, but personal 
surtaxes had not been discussed.” 

A corporation, however, is entitled to no measure of presumption as 
to the actual effect of a distribution on the surtaxes of its stockholders. 
Thus where a company claimed that there had been no intent to escape 
such surtaxes, a fact that allegedly could be substantiated by reference to 
the small additional surtax that would have been engendered on the returns 
of the stockholders even had there been a full distribution, the Court said: 


But the individual returns of the two brothers were not in evidence; and, 
since the burden was on the petitioner, it is to be assumed that the slightest 
increase in the income of either would have resulted in a tax liability."® 


Yet some courts have found it difficult to believe that management 
could be unaware of the consequences to personal surtax of corporate 
retention of surplus. Here again, the higher the calibre of the manage- 
ment, the more likely it will be to have had sufficient awareness of the 
tax laws to realize the full implication of retention.” 


The stockholders knew that distributions would have increased their sur- 
taxes. As petitioner’s counsel states, ‘Obviously, they were not morons.’ ™ 


The employment of tax counsel often leads the court to conclude that 
management must have been aware of the personal consequences of re- 
tention of surplus ; otherwise why should tax counsel have been consulted ? 


71 Hemphill Schools, Inc., B.T.A. Memo. Dkt. 103720. P-H {] 42,285 (1942), aff’d, 137 
F. 2d 961 (C.C.A. 9th 1943). 

72 Charleston Lumber Co. v. United States, 20 F. Supp. 83 (S.D.W.V. 1937). 

78 Baker & Company, Inc., 2 TCM 827, 831 (1943). 

7 Metal Mouldings Corporation, 1 TCM 616 (1943). 

75 Wilson Brothers v. Comm’r, 124 F. 2d 606, 609 (C.C.A. 9th 1941). 

76 Rands, Incorporated, 34 B.T.A. 1094 (1936). 

77 Gibbs & Cox, Inc., 2 TCM 688, 698 (1943), aff'd, 147 F. 2d 60 (C.C.A. 2d 1945). 
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[The chief stockholder] was acting upon the advice of tax experts in form- 
ing the corporation.”* 

[The chief stockholder] organized the corporation on the recommendation 
of his attorney and a tax consultant.”® 





In another action, the Court specifically commented upon the fact that no 
advice had been rendered by any income tax expert.*° 

The argument that the chief stockholder had formed a corporation, not 
to escape personal surtaxes but to avoid subsequent estate tax complica- 
tions, was regarded by the Court as “rather flimsy.” ™ 


INFLUENCE OF DIVIDENDS 


Although the section 102 surtax is imposed as of a particular taxable 
year, the courts will be influenced in their judgment by the regular 
dividend policy of a corporation.*? Thus if dividends were not paid in the 
taxable year, much more weight will be given to the arguments advanced 
for the retention of earnings in that particular year if it can be demon- 
strated that the corporation has a consistent dividend record, which con- 
sistency would have been interrupted only for reasons that appeared valid 
at the time.® 

A court noted with approval “the absence of any history of prior ac- 
cumulations” as indicative of the fact that retention in the taxable year 
was not a part of a general program.** But where a corporation paid a 
dividend in the year succeeding the taxable year despite considerably 
lowered earnings in the latter period, it was judged that the reason for 
retention in the taxable year was actually the surtax bracket of the chief 
stockholder.** The courts may look forward as well as backward in order 
to place the events of the taxable year in their proper setting.*® 


NEEDS FOR SuRPLUS MusT BE THOSE OF THE CORPORATION 


It is not sufficient to advance sound business reasons for the retention 
of earnings ; the needs must not be those of the stockholders or of affiliated 


78 Beim Co. v. Landy, 113 F. 2d 897, 900 (C.C.A. 8th 1940). 

79 R. L. Blaffer & Company v. Comm’r, 103 F. 2d 487, 488 (C.C.A. 5th 1939). 

80 Charleston Lumber Co. v. United States, 20 F. Supp. 83 (S.D.W.V. 1937). 

81 A. D. Saenger, Inc. v. Comm’r, 84 F. 2d 23, 24 (C.C.A. 5th 1936). 

82 Comm’r v. Greenspun, 156 F. 2d 917 (C.C.A. 5th 1946); Saven Corporation, 45 
B.T.A. 343 (1941). 

83 Metal Mouldings Corporation, 1 TCM 616 (1943); Corporation Investment Com- 
pany, 40 B.T.A. 1156 (1939); Hanovia Chemical & Manufacturing Company, 2 TCM 
822 (1943). 

84 Universal Steel Company, 5 T.C. 627, 638 (1943). 

85 McCutchin Drilling Company v. Comm’r, 143 F. 2d 480 (C.C.A. 5th 1944). 
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enterprises, but of the corporation itself. If the needs of the corporation 
and of the stockholders appear to be identical, there is presumptive reason 
to believe that the corporation is merely the alter ego of the stockholders 
and its policy of accumulation would appear to be dictated by personal 
considerations.*” 

Where a sole stockholder caused his corporation to retain its surplus 
so as to build up accumulations to buy up all of the corporate liabilities 
by the date that the charter was to expire, so that the assets would be those 
of the stockholder “in clear” at that time, the Court felt that this was 
a personal ambition of the stockholder and not a bona fide need of the 
corporation : 


. . . [T]he sole stockholder, if in receipt of the respondent’s earnings, could 
equally well have done what the respondent proposed to do, that is turn ac- 
cumulated earnings into invested capital.** 


The yardstick to be applied is that of corporate rather than personal 
considerations.® 


PLOUGHING BACK OF EARNINGS 


Economists generally agree that one of the healthiest forms of expan- 
sion is created by the ploughing back of earnings into the enterprise; and 
historically, many of the great corporations have financed themselves in 
precisely that manner. The economic justification is that a corporation is 
built solidly if its future is financed by past success. Whether corporate 
surplus is allowed to accumulate under the nominal guise of ploughed- 
back earnings, is a factual matter for the courts to decide. Surplus funds 
might be obtained for expansion or growth through increased capitaliza- 
tion or other outside sources. 


But there is nothing reprehensible in achieving the same result by ploughing 
back earnings. ‘Moreover, the election to adopt the latter practice does not 
demand that section 102 be applied if the purpose is not to avoid surtax on 
stockholders. 


It is easier for a corporation to justify the ploughing back of earnings in 
any particular year if this has been a part of its historical practice.” 
Naturally some regard must be paid to the appropriateness of size of the 
amounts ploughed back with reference to the demands of the business.® 


87 Southland Industries, Inc., 5 TCM 950 (1946) ; Williams Investment Co. v. United 
States, 3 F. Supp. 225 (Ct. Cl. 1933). 

88 Helvering v. Chicago Stock Yards Co., 318 U.S. 693, 701 (1943). 

89 Rands, Incorporated, 34 B.T.A. 1094 (1936). 

90 Wean Engineering Co., Inc., 2 TCM 510, 516 (1943). 

91 Bosch Brewing Company, B.T.A. Memo. Dkt. 106385. P-H { 42, 429 (1942). 

92 Seaboard Security Company, 38 B.T.A. 560 (1938). . 
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And it is highly advisable for a corporation to be able to show how the 
retained earnings were ploughed back into the business.** But the plough- 
ing back must be into the corporate enterprise itself and not into other 
fields.°* Nor may a stockholder cause his corporation to plough back its 
earnings for his personal benefit.** 





ForM oF SurPLUS May PRECLUDE EVASION 


The form taken by the surplus may be evidentiary of the fact that 
earnings and profits actually have been ploughed back into the business. 
Or the form of surplus may indicate that it is serving no corporate 
purpose.** Where the surplus has been translated into plant or other 
sinews of the business, the corporation will probably sustain its position.” 

The surplus also may be legitimately represented by other business 
assets. 


Although it had in fact realized a substantial profit during the year 1938, 
this profit at the close of the year was not represented by cash on hand. It 
consisted mainly of indebtedness due it from [a customer] and invested in 
certain materials which had been sold but which was not delivered or paid for 
until after the close of the year. Under such circumstances we do not think 
that the failure to declare or pay a dividend before the close of the year when 
the corporation lacked funds to pay it, indicates an intent to permit the earn- 
ings to accumulate for the prohibited purpose.** 


Where a corporation was formed to take over an existing contract, which 
was its only substantial asset, the same result obtained. 


It is apparent that, although the petitioner had a book surplus of $144,115.11 
at the end of 1930, the petitioner had no funds or property, which it could 
distribute to its shareholders.*® 


As to the measure of the surplus, the Commissioner may not say that 
the book figure should be replaced by another valuation. 


The paragraph sets up a practical test rather than a theoretical one. Was 
there an accumulation ‘beyond the reasonable needs of the business’? The 
assets would be useful to the business only to the extent of their actual 
market value. The fact that they cost a greater amount would not benefit the 


93 Walkup Drayage & Warehouse Company; Merchants Express Corporation, 4 TCM 
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business. Thus the surplus based upon cost, as computed by the Commissioner, 
was not available for the reasonable needs of the business. Business men and 
banks, worthy of those names, would not have regarded it as surplus.*”° 


The concept is that the actual, rather than the statutory, value is to be used. 
Thus where a corporation used the book cost of securities on its balance 
sheet and the Commissioner sought to use the transferor’s cost, the Court 
pointed out that transferor’s cost was the proper basis for computing 
taxable net income. But for the purposes of the surtax, the Commissioner’s 
method was erroneous. 


It is the actual gain or loss which affects the corporation’s capital and 
determines whether there is earned surplus, or a deficit which impairs capital. 
Section 104 itself makes a distinction. The proscribed act is the accumulation 
of ‘gains and profits’ and not ‘net income’ or ‘taxable net income.’ ** 


The courts have been no more inclined to accept corporate arguments 
that if securities were revalued on the balance sheet, there would be no 
surplus against which to assert a surtax. 


It is argued that the taxpayer corporation should not have declared any 
dividend in 1929 because the shrinkage in value of its capital assets prevented 
its having any ‘gains and profits’ within the meaning of section 104 of the 
Revenue Act of 1928. 


But since the tax is upon the fact of unreasonable accumulation and not 
upon a book figure, the Court upheld the Commissioner’s action here.*” 
The courts will look through the books and appraise the realities. 


The petitioner asserted an insolvency predicated upon the shrinkage in 
value of its assets. The Board found that the books of the company reflected 
no such insolvency but that they revealed an earned surplus increasing steadily 
in amount. . . . The contention that the alleged insolvency removed the cor- 
poration from the reach of the taxing statute is without merit.*°* 


In a number of cases, the courts have refused to accept arguments as to 
shrinkage in values.?™ 

The lack of a cash surplus to distribute will not prevent assertion of the 
surtax if other non-operating assets could have been used for the purpose. 
In one case it was found that earnings could have been distributed in any 
one of three ways without impairing the corporation’s capacity to carry 
out its projected program of wartime expansion: (1) by declaring a 

100 C, H. Spitzner & Son, Inc., 37 B.T.A. 511, 517 (1938). 

101 W. S. Farish Company, 38 B.T.A. 150, 158 (1938), aff’d, 104 F. 2d 833 (C.C.A. 5th 
1939). 

102 A. D. Saenger, Inc. v. Comm’r, 84 F. 2d 23, 24 (C.C.A. 5th 1936). 

103 R, L. Blaffer & Company v. Comm’r, 103 F. 2d 487, 489 (C.C.A. 5th 1939). 

104 Nipoch Corporation, 36 B.T.A. 662 (1937). Similar arguments also were rejected 


in Rands, Incorporated, 34 B.T.A. 1094 (1936); Corporation Investment Company, 40 
B.T.A. 1156 (1939) ; Suffolk Securities Corporation, 41 B.T.A. 1161 (1940). 
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cash dividend conditioned upon the shareholders’ applying the sums re- 
ceived in reduction of their indebtedness to the corporation; (2) by 
declaring a dividend in kind, payable by the cancellation of the debts of 
the shareholders to the extent of the retained earnings; or (3) by declara- 
tion of a dividend to the extent of the retained earnings, payable in the 
shares of an outside investment held by the corporation.’ 

Where non-operating assets are extensive, the surplus cannot be said 
to have been ploughed back into the business.*®* 





INVESTMENTS 


Investments per se prove or disprove nothing insofar as the surtax on 
unreasonable accumulation of surplus is concerned. As a matter of policy, 
some corporations never make any investments, whereas other companies 
invest any temporarily idle funds in some sort of security. The surtax 
has been asserted against many corporations, however, largely or entirely 
because surplus was invested in securities instead of in operating assets or 
other recognized needs of the business. Where there are undistributed 
earnings and where the corporation has sizeable investments, the Com- 
missioner may attempt to show that the forbidden accumulation has taken 
place and that such earnings could have been distributed instead of having 
been used for security purposes.**’ 

Investment in an enterprise unrelated to the corporation may be evi- 
dentiary of an unjustified accumulation; such was the finding where it 
was testified that a radio station was going to purchase shares of a 
department store company.’** Investment in residential lots by a cold 
storage and warehousing company was deemed to be one without relation 
to the business.’ 

But investments are not fatal if it can be shown that there is a definite 
reason for them. Thus, when economic conditions made it inadvisable for 
a small loans company to lend its funds, it was considered reasonable for 
the corporation to invest such funds in securities until it could ride out 
the economic crisis.*° And a tobacco company was permitted to invest 
its funds in readily marketable securities to be ready to make such market 
purchases as were possible on spot notice.’ 
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If the investments had been acquired in earlier years, the courts are 
less likely to believe that the acquisition was made out of earnings of the 
taxable year that could have been used for dividends.*** A similar finding 
occurred in the case of a corporation affiliated with the above company.*** 

Investments in related enterprises are sanctioned as being reasonably 
related to business needs or objectives.*** Likewise investments in sub- 
sidiaries or in customers have been authbrized *** and even in potential 


customers.*”® 


Loans 


In general, the tests applied to loans are similar to those considered 
supra with reference to investments. A common device that will be sum- 
marily taxed is the making of corporate loans to stockholders in propor- 
tion to their stockholdings.*** The higher the personal, surtax bracket of 
the stockholder-borrower, the stronger is the presumption that the “loan” 
was merely a mechanism to transfer earnings from the company to the 
stockholder by an avenue that detoured taxable income.*** And if the 
stockholder-borrower was not one to whom an undirected company would 
make advances, the device would appear especially transparent, as where 
one such stockholder 


. . » held no bankable assets sufficient to entice a prudent disinterested cor- 
poration to make such large personal loans. If petitioner was storing up a 
nest egg for future use in case of emergency, it stands to reason that it 
would require some form of security, which could be readily liquidated. .. . 
We find that the petitioner’s loans to [the stockholder] did not constitute a 
real investment by the former, and that the circumstances negative any real 
business purpose for the accumulation by petitioner of a surplus in the amount 
shown.,""® 


Where a corporation pleaded that accumulations were necessary to 
finance alterations and repairs, and to finance customers, the Commis- 
sioner showed that the repairs, etc., had been made, but that there were 
loans to persons not connected with the business and to the principal 
stockholder.**° 


112 Hanovia Chemical & Manufacturing Company, 2 TCM 822 (1943). 
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Where a sole stockholder borrows from his corporation, he is pre- 
sumptively using the corporation for personal purposes.’* If it is apparent 
that there is no intention of having the corporation seek to recover the 
alleged loan, this advance may be regarded as an improper utilization of 
surplus. Such was the case where a loan to the father of the chief stock- 
holder remained uncollected from him or (subsequently) from his estate 
for nine years.*”” Loans will not be fatal if there is evidence that they are 
bona fide, which payment of interest will help to establish.*** And there 
is no better proof of the genuineness of stockholder loans than the fact 
that they actually were repaid prior to the expansion program for which 
funds were claimed to have been accumulated.’ 

A loan by a machinery company to a customer to develop its mines 
was approved.’*® Advances to stockholders were sanctioned, where it 
was shown that these were loans only in form; actually the stockholder 
used these funds to purchase properties for the corporation, a common 
carrier, rather than wait until the corporation could get state approval 
and possibly lose out in the acquisition.*** Loans to stockholders were also 
recognized despite the Commissioner’s claim that the individuals were 
using the corporation in a personal manner, where 
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. . the advances in question were not made from the petitioner’s surplus. 
The petitioner borrowed the money with which to make them. This was 
done because the beneficiaries of the loans had no credit with the banks and 
could not have obtained the money themselves. The petitioner’s cash was 
not affected but remained as it was before.'*" 


An out-and-out stockholder loan is not necessarily fatal where need for, 
and proper utilization of, surplus is shown by other acceptable proof.’ 


PLANS AND THEIR EFFECTUATION 


It is easy for a corporation to argue that the earnings were retained for 
a business purpose; it is much more difficult to demonstrate that the 
corporation actually had a business purpose in mind as the objective of its 
retention in the taxable year. No better proof can be offered than the 
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presentation of some formal written record that unquestionably dated 
back to the taxable year. 


The testimony concerning the purpose for which the corporation was formed 
and the purpose for which its surplus was accumulated is corroborated by the 
minutes of the meetings of the directors of the company . . . the contem- 
poraneous record reflecting the company’s activities and the reasons therefor. 
Weare not ready to disregard this testimony or say that the recorded thoughts 
of the company’s guiding heads, the writing of which was begun more than a 
decade ago, was artfully drawn for self-service against the future day of trial. 
Those denials of wrongful intent, those declarations of a purpose other than 
the avoidance of taxes in the building of a surplus, we believe, as against the 
evidence of circumstances from which might be drawn inferences to opposite 
effect.**® 


In lieu of this direct proof, the next best thing is reliable testimony of 
others that a bona fide plan existed in the taxable year, which plan sub- 
sequently was effectuated. Acceptance of the testimony of others had not 
stood up very well in Section 102 cases, but at least this testimony is a 
degree more acceptable than a mere statement by corporate directors, 
officers, or employees. 


However, there is no reason to doubt, and we do not doubt the testimony 
of the petitioner’s witnesses that its officers planned in good faith the ex- 
pansion program outlined in our findings, which is corroborated by various 
items of circumstantial evidence. . . . We are persuaded by the evidence in 
the instant proceeding that the need for the expansion of plant and office 
facilities planned by petitioner was a reasonable one.**° 


There is no specific test for proving that a plan did exist ; it is the corpora- 
tion’s burden to prove somehow that it did. Otherwise the subsequently 
revealed “sound business purpose” may not have actuated the retention 
of earnings. 

The mere fact that there was a plan during the taxable year is not 
enough; something actually must have been done about effectuating the 
plan within a reasonable length of time. In one case where need for new 
facilities was pleaded, it was established that discussion with a contractor 
had commenced three years before the first of the taxable years, and that 
the contractor several times since had asked whether the corporation was 
ready to go along with the figures; but no contract had been executed up 
to the date of the trial, nine years after the first discussion.*** Where a 


129 Cecil B. DeMille, 31 B.T.A. 1161, 1175 (1935). 

180 Howard Flint Ink Co., B.T.A. Memo. Dkt. 108376. P-H {[ 42,410 (1942). 
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corporation had not commenced its contemplated addition by the time of 
the hearing and where its president had not even begun to look at addi- 
tional buildings until five months after the close of the year because he 
“was very busy at the time with several important matters at the banks 
and just could not quite get to it,” the retention was not deemed to have 
been justified by the reality of the plan.** 

The fact that an expansion program was embarked upon after the tax- 
able year is not probative of the existence of a sound business purpose for 
accumulation during the taxable year ; the two must be connected. Where 
it was argued that the officers already had their collective eye upon new 
timberlands during the taxable year, it was shown that the properties had 
not been purchased until two years later, and then only after there had 
been a change in the management.’ . 

No reason is good enough to justify accumulation if the objective could 
not cost the amount retained.’** And if a plan unquestionably called for 
expenditures, such expenditures must be related in amount to the retained 
surplus.*** : 

Arguments that a corporation retained earnings in order to re-enter a 
former field of endeavor, but had failed to do so; *** where an expensive 
new type of drilling operation was contemplated, but no wells had been 
drilled or contracted for by the end of the succeeding year; *** where no 
reason was advanced for failure to carry out expansion. plans testified to 
by a stockholder,*** were all dismissed. 

Earnings retained for needs of the business must be available for such 
needs, or the retention will not be sanctioned. 


It is claimed that there were prospective needs of the business not imme- 
diately realizable which called for retention of the funds involved. The im- 
mediate difficulty is that the corporation did not retain them, and its action 
in putting the stockholders in possession was not the equivalent. It is evident 
that the taxpayer could not anticipate repayment upon demand. One of the 
stockholders, for example, used the proceeds to purchase a farm. Had there 
been any reality to petitioner’s desire to retain its surplus as a liquid asset, 
investment in government bonds was an expedient with which it had shown 


itself to be familiar.**° 
Even where no plan actually exists in formal aspect, it may be inferred 
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from the facts.*** But an unfulfilled plan must be supported by some 
evidence that it actually existed.” 

An unfulfilled plan will be recognized if there is good reason for it, as 
where a common carrier tentatively had agreed to buy certain competing 
companies, as soon as state authorization could be obtained. If a plan 
calls for the purchase of a new building as soon as the owner of the 
present one effects a sale, for which he was then seeking to negotiate, the 
plan did not have to ripen into an actual purchase of property so long as the 
landlord did not exercise his right of dispossess, and a “reserve for new 
building” was permitted as reasonable under the circumstances.** A plan 
only partially fulfilled was sanctioned as bona fide.**° 

A corporation in the small loans business was deemed to have fulfilled a 
proper plan when it invested in marketable securities the funds which 
economic conditions made it inadvisable to lend; the investment was 
considered to be only a phase of a plan to revert to the loans business when 
conditions warranted, and, time revealed, such intention was carried out.’** 

An unfulfilled plan was honored where credible testimony showed that 
an expanding drug corporation had made inquiries looking into the acqui- 
sition of other stores, that it tried to buy a storehouse, that it consulted 
with an architect as to building a warehouse.**’ 

A corporation’s aspirations will be respected as indicative of a plan to 
expand . . . if they are believed.’** The plan may have as its objective 
almost any aim other than the evasion of personal surtaxes. Thus where 
money is borrowed under an agreement that all earnings will be used to 
reduce the indebtedness, the Commissioner may not seek to impose his 
surtax on funds used for this purpose, despite his claim that earnings 
should be used for distributions. 


This would have left the liabilities of the petitioners to the [lender] for 
his advances to pay petitioners’ liabilities unpaid, and would have violated 
the . . . agreement. It was the business-like thing for petitioners to pay 
their debts rather than pay dividends to their shareholders. It was by paying 
these liabilities that their assets were preserved. We see no purpose in these 
transactions to evade the payment of surtaxes.’*® 
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Earlier, this Court had said: 


We think this was the purpose of the formation of the petitioners, and not 
for the evasion of surtaxes. We are not interested in whether this was the 
best plan to accomplish the desired purpose. It was a legitimate plan made 
in good faith without any motive to prevent the imposition of surtaxes. 





Lack oF Poticy or NEED 


Lack of a plan or policy that involves the need for accumulated funds is 
tantamount to an invitation to a Revenue Agent to make an assessment, 
if there are accumulations. Certain businesses, by their very nature, are 
singularly free from the needs of funds. Thus a corporation which re- 
ceived commissions from motion picture bookings was found to have no 
reason for retention of earnings.**° Likewise an ordinary business require- 
ment of working capital will be a poor justification for retained earnings in 
the case of a corporation on an effective cash basis.*™ 

Corporate borrowing must be explained, or there will be further pre- 
sumption that no part of the surplus is necessary to retain, as the borrow- 
ing will have supplied adequate funds: 


It might be inferred that the accumulation of earnings was necessary if it 
were shown that the borrowed funds were necessary to carry on the normal 
business activities of the corporation or to finance contemplated expansion 
of the business, but such facts are not shown, nor is there evidence to indicate 
for what purpose the loans involved here were made. In each of the taxable 
years petitioner corporation had notes and accounts receivable in excess of 
the amounts borrowed, and so far as we are informed the borrowed funds 
may havé been used to make loans to [the chief stockholder] or for other 
purposes not related to the corporation’s business.*®* 


If the lender is also the chief stockholder, the case is even weaker for the 
corporation, for there is the additional inference that it is being used for 
personal purposes. 


Where one who is substantially the sole stockholder of a corporation trans- 
fers to it large amounts of his personal funds each year as loans without 
interest and the corporation, for no business reason, continues to accumulate 
its profits without distributing them, the stockholder is availing himself of 
the corporation to prevent the imposition of surtax on the income that would 
have arisen to him if he had employed the amounts in normal use or 


investment.?* 
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RESERVES 


It was realized very early in the formulation of tax policy that reserves 
might constitute a reasonable accumulation of surplus for certain com- 
panies. During the Congressional discussion on the Tariff Act of 1913, 
Senator Williams declared : 


Now, take a marine insurance company, for example. It is compelled to 
keep a surplus, a very large amount of money, on hand to provide for unseen 
calamities at sea, great storms which may engulf many ships. So they require 
that the money which is paid in for one year shall be kept there for two 
additional years, and the contract is that if during that time the losses are 
abnormal this money is put upon the books to the credit of the marine insur- 
ance company. It is to the credit of their policyholders and bears interest ; 
at the same time, it is a sort of surplus; it is an accumulation provided for 
that purpose. Now, a surplus or accumulation which in the case of a marine 
insurance company would be reasonable might be very unreasonable in the 
case of some other sort of corporation.*®* 


If a reserve is bona fide and there is sound business need for it, the 
funds represented by it are not accumulating unreasonably. Thus where 
a corporation leased factory premises from a landlord who could take over 
the premises on ten days’ notice, it was deemed proper for the corporation 
to set up a reserve to acquire new premises upon the short notice that it 
was likely to receive; additional favorable factors were that the landlord 
was actively looking for a customer for his building and that the corpora- 
tion’s business might have been forfeited if it had to shut down its activi- 
ties as a result of losing its space.’** 

Where 98 per cent of a corporation’s business was with a single cus- 
tomer, who was several thousand miles away from the corporation’s 
factory, it was deemed prudent to set up a reserve to construct a plant 
nearer the customer if he demanded it, or to anticipate the loss that would 
result if the customer were not retained.*** 

A reserve for growth and expansion was permitted, although it would 
seem that some sort of corroborative evidence would be required in such 
circumstances.**” But the reserve must be genuine in potentiality and in 
accounting treatment. A marine engineering corporation argued for a 
specialized reserve, to which the Court said: 


Its suggestion of a reserve to meet possible damage suits finds no support 
in this record. It, in fact, set up no reserve for such contingency ; it did not 
produce the contracts from which we could draw what was the extent, if 


154 CONGRESSIONAL Recorp, Vol. 50, 5318. 
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any, of its liability; and the record discloses no such claim for damages at 
any time during petitioner’s life.*** 


A reserve for bad debts was considered to be a part of the accumulated 
surplus, when it appeared that there was no intention ever to enforce 
collection of the debt. 


In the years 1938 and 1939 the book surplus dropped . . . partly through 
transfers from the surplus account to a reserve account for losses and bad 
debts . . . representing the total indebtedness to petitioner of the estate of 
[the chief executive’s father and of a company owned by that estate], which 
amount was thereafter restored to a surplus account, and so remained. The 
[reserve] constituted part of the real surplus for the years 1938 and 1939, 
since the evidence does not justify the setting up of such reserve in those 
years, as is confirmed by its restoration to surplus in 1940.*°° 


An ordinary reserve for bad debts was added to surplus for purposes of 
appraising its size in the light of questioned reasonableness.** A reserve 
for a liability not deemed to be an enforceable one also was added to 
surplus.*™ 

Where a contingency was heavily tinged with reality, a Court suggested 
how the corporation might best have protected its position: 


It might have been sound accounting practice for it to set aside a portion 
of the surplus into a contingent reserve fund; but as to this we need express 
no opinion.?® 


In refusing to consider bona fide a reserve that had been set up, then 
reversed, the Court noted significantly that these changes in the reserve 
account had been directed by a tax adviser.’” 

In many lines of endeavor the factor of obsolescence is a heavy one; but 
for the purpose of justifying a retention of surplus, there must be a more 
timely argument than the general one that equipment will fast be out of 
date. 


To justify the accumulation of surplus so as to render imposition of the 
surtax improper, it is not enough that new inventions might eventually require 
new equipment, for the statute contemplates the immediate needs of a busi- 
ness, not the possibility of necessary expenditures in the indefinite future.’* 
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160 Greenspun, 3 TCM 341 (1944), aff'd, 156 F. 2d 917 (C.C.A. 2d 1946). 
161 Hemphill Schools, Inc., B.T.A. Memo. Dkt. 103720. P-H {42,285 (1942), aff'd, 
137 F. 2d 961 (C.C.A. 9th 1943). 
162 California Motor Transport Co., Ltd.; California Motor Express, Ltd.; 1 TCM 
974, 980 (1943). 
163 John Boyle Company, 3 TCM 1335 (1944). 
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HAZARDS 


A corporation is justified in accumulating surplus if there are hazards 
to be faced, specific or industry-wide. But all business is hazardous, and 
the threatened dangers must be different from those faced by business 
generically, or far greater in degree.’ 

The hazard must be real. Thus a manufacturer of a patented article 
claimed that it was necessary to build assets to defend patent suits brought 
against its customers and to pay for damage suits, as well as to have 
funds available to prosecute infringement and discourage attempts to in- 
fringe. But the alert Court looked back ten years and noted that “the 
answer to this is that plaintiff’s basic patent was judicially sustained in 
1927. . . . Its patent position became impregnable.” *** Where a corpora- 
tion under the terms of its sales orders agreed to protect its customers 
from liability for patent infringement arising from the use of machinery 
purchased from it, there was found to be a real risk, for many types of 
machines were involved, and the corporation had agreed to modify or 
replace any machines that were the subjects of patent litigation.’ 

A corporation formed by a cartoonist to market his “Mutt and Jeff” 
comic strips claimed that: its business was hazardous, as at any time the 
purchasers might lose interest, with the result that the corporation would 
have to make new contacts and marketing arrangements. 


The evidence is that, had the contingencies facing the business materialized, 
a sum of $200,000 would have been sufficient to meet them. . . . [H]e knew 
too the hazards of the cartoon business ; he had seen syndicates fail and knew 
the necessity for the business to be in a position to make its own distribution 
of cartoons.*®* 


But the corporate embodiment of the creator of “The Toonerville 
Trolley” and other cartoons was not permitted to pile up funds for pos- 
sible losses and marketing expenses that might result if the buying syn- 
dicate withdrew.*® These two decisions may be reconciled by referring 
to other factors involved: in the former, there was a minority interest to 
prevent the corporation from being a complete creature of the chief stock- 
holder, and a purpose of its formation was to serve as a spendthrift trust 
for the artist; while in the latter case, the artist had continued financial 
deals with his corporation, which allegedly had been formed in part to 
deal in real estate but which engaged in only one transaction. 


165 Baker & Company, Inc., 2 TCM 827 (1943). 

166 Trico Products Corporation vy. McGowan, 67 F. Supp. 311, 317 (W.D.N.Y. 1946). 
167 Wean Engineering Co., Inc., 2 TCM 510 (1943). 

168 Fisher & Fisher, Inc., 32 B.T.A. 211, 218 (1935). 

169 Reynard Corporation, 37 B.T.A. 552 (1938). 
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The hazard of loss of business was advanced by an engineering corpora- 
tion, which feared the consequences of forfeiture of the advantageous 
financing supplied it by its customers, but the Court found this argument 
to be without foundation.’ Hazards of particular lines of endeavor will 
be recognized as justifying surplus accumulation, if the hazards can be 
proven. A manufacturing corporation was found to be in a business 
which 


. is attended with risks and contingencies such as changes in the market 
for its finished product ; frequent changes in supply and cost of raw materials ; 
increases in cost of labor; changes in types and models of machinery, and 
increases in its cost ; and increases in taxes.1™ 





If that were the only test, it would be difficult to think of a manufacturing 
company that would not qualify. 

A trade school corporation was found to be in a hazardous field. By the 
taxable year, graduates were experiencing difficulty in finding employ- 
ment, and competing schools were lowering their tuition fees.*” 

Violent price fluctuations may constitute a sanctioned hazard. A 
precious metals: corpofation was permitted to testify that during the busi- 
ness life of its president, platinum sold as high as $165 an ounce and as 
low as $6.*% 

Businesses particularly subject to “acts of God’’ may be permitted to 
accumulate surpluses because of their hazards. Thus a nursery corpora- 
tion was found to be faced with the perils of drought and storm; money 
could not be borrowed on mortgage for that same reason; and there were 
active five-year guarantees to replace damaged trees, etc.*"* A corporation 
whose plant was an ancient one that was located in a wooded country, had 
a recognized hazard, supported by the indisputable precedent of two 
previous destructive fires beyond the reach of firemen.’ 

The hazard of loss of business because of unfavorable legislation de- 
pends upon the imminence of the threat. With reference to a small 
loans corporation, the Court recognized that “Adverse legislation was a 
threat.” **® But a personal insurance corporation which devoted a major 
part of its efforts to servicing self-insurers under the Pennsylvania Work- 


170 Gibbs & Cox, Inc., 2 TCM 688 (1943), aff'd, 147 F. 2d 60 (C.C.A. 2d 1945). See 
L. R. Teeple Co., 47 B.T.A. 270 (1942) with reference to an allowable reserve against 
the hazard of loss of a distant customer who accounted for 98% of a corporation’s business. 

171 Steele’s Mills v. Robertson, 43-1 USTC 9 9397 (M.D.N.C. 1943). 

172 Hemphill Schools, Inc., B.T.A. Memo. Dkt. 103270. P-H {[ 42,285 (1942), aff'd, 
137 F. 2d 961 (C.C.A. 9th 1943). 
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176 Seaboard Security Company, 38 B.T.A. 560, 567 (1938). 
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men’s Compensation Act could not plead adverse legislation which was still 
in the “talk stage.” *”* 

A stevedoring corporation was found to have a justifiable accumulation 
of surplus “because of the hazards of the business which required a large 
amount of cash on hand.” *** A corporation that manufactured surgical 
instruments was deemed to be justified by occupational reasons for its 
accumulations, as epidemics are unforeseeable.*” 


LABOR 


The labor situation may present a-valid argument for the accumulation 
of surplus, as productive activity might be suspended, wage demands 
might be very heavy, or there might be heavy damage costs. One cor- 
poration advanced the argument that it was its practice of long standing to 
furnish continuous employment despite seasonal variations in its business. 


. . » [T]he labor policy of the old company and of ‘the petitioner was to keep 
their employees engaged at work throughout the year even though its business 
is seasonal and during the slack winter season the employees engaged in main- 
tenance work and petitioner had to maintain reserve funds for payroll during 

its slack season.?*° 


A corporation’s argument that retention was necessary because of strikes 


. . though not compelling, is of some significance when viewed in connection 
with the other circumstances.*** 


The accumulation was found necessary in the case of a stevedoring 
corporation, where 


The hazards of accidents to employees with resulting claims for compensa- 
tion of damages to cargoes loaded with resulting claims, and labor troubles 
which had cost petitioner aboiit $30,000 in 1935, constituted the major hazard 
of the business.**? 


A corporation that is faced with a gigantic portal-to-portal suit would 
probably have an excellent argument for the accumulation of surplus. 


New CoMPANIES 


A new corporation should be in a somewhat favored position with 
reference to accumulation of surplus; there is little, if any, accumulated 
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178 T, Smith & Son, Inc., 2 TCM 740, 743 (1943). 
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surplus from prior periods to make retention of present earnings un- 
reasonable, there is reason to build up some sort of protective surplus, 
and a more conservative policy is indicated in view of the lack of experi- 
ence. Without the educative advantages of experience, the new corpora- 
tion must proceed with some caution. Thus it was noted with approval 
that a corporation was engaged in a new field without a long history to 
guide future activities."** But where.a new corporation happens to be a 
continuance of an enterprise previously conducted in another form, the 
venture cannot be considered as new and therefore entitled to special 
consideration.*** Lack of actual newness can be used against a corporation : 





During the critical and competitive years before plaintiff's position became 
firmly established in 1927, a policy of strict conservation of assets . . . may 
have been necessary. It was apparently not necessary during the calendar 


years 1936 and 1937.1*° 


DEPRESSION AND DECLINING BUSINESS 


Caution is indicated during a depression or a period of declining busi- 
ness ; and the establishment of the fact that such condition existed should 
be a persuasive argument in defense of accumulation; carried to a further 
extent, there will be no accumulation, reasonable or unreasonable.’* 

Where the loans business was poor, and a corporation in that field of 
endeavor also had the policy of making no loans to unemployed persons, 
an accumulation of surplus was considered reasonable in view of the 
market for that corporation’s peculiar commodity.'** Surtax was not 
imposed against a corporation which paid no dividends from its earnings 
in the face of the fact that they were less than in the preceding year, con- 
ditions were unsettled because of uhstable prices, and there were diffi- 
culties in getting contracts."** Recognition was given to the effects of a 
prior depression.** 

Surplus was retained in 1932 by a corporation that owned and managed 
banks. It was successfully pointed out that the national bank holiday oc- 
curred early in the following year ; that in the taxable year there had been 
numerous failures; and there had been a run on one of the banks owned 
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by the petitioner, which the chief stockholder had to finance with his own 
funds. The chief stockholder also was obliged to lend his own funds to 
the corporation to stop runs.” 

Amounts accumulated as a safeguard against depression, even though 
impossible to ascertain with exactitude, are not unreasonable if justified 
by subsequent actuality.*™ 


War NEEDS AND PROBLEMS 


The chief impact of the war upon section 102 was the excellent justi- 
fication, or rationalization, afforded to corporations to retain surpluses for 
“wartime contingencies.” The hazards of peace may be no fewer than 
the hazards of war; but the latter are, psychologically, far easier to ex- 
plain to a Revenue Agent. The end of the war brought an end to war- 
fathered excuses, for which reason the peace has again made section 102 
so important.’*” 

Where a corporation was in a peculiar position to see that the war was 
coming, surplus accumulations for wartime contingencies were considered 
to have been based upon fact and not just plain reluctance to make dis- 
tributions to high-bracket stockholders. Thus a stevedoring corporation’s 
president personally saw as far back as 1934 that Japanese ships were 
fitted with gun emplacements ; and from 1937 on, he saw that the cargoes 
of German ships had shifted from raw materials to manufactured goods. 
The preparations for wartime conversion of equipment and enlargement 
of facilities were thus traced back to knowledge and plans that antedated 
the taxable year, and the accumulation was not unreasonable under the 
circumstances.*** 

The president of a ship brokerage corporation learned, while visiting 
his foreign clients in 1938, that European nations were then going upon 
a war footing. So he caused his corporation to set up a reserve sufficient 
to carry on the business for two years, after which accumulation all sub- 
sequent earnings were distributed as dividends. The Commissioner 
claimed that the accumulation was unnecessary, as the corporation was 
not in debt, it was in good financial condition, and no great amount of 
capital was needed for the ordinary conduct of its business. Said the 
Court : 


But the situation in 1938 was not ordinary in so far as petitioner’s business 
was concerned. . . . That these fears were not groundless is shown all too 
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well by subsequent events. . . . [S]uch accumulations as were made were not 
excessive for the carrying out of this purpose.’ 





Another corporation was warned of the need of making plans for war 
conversion and the concomitant surplus accumulation by discussions with 
War Department agents, who explained in detail just what was expected of 
this corporation ; and the surplus retention was held to be reasonable.*** 

But the war also created situations where surplus retention was un- 
warranted, inasmuch as conversion to new fields of endeavor was rendered 
impossible. Thus a manufacturer of wooden office furniture had con- 
sidered making entry into the metal furniture field; but the advent of war 
made the use of metal for such purpose impossible, and the corporation 
could not have required immediate funds for new dies, etc. And a 
corporation that could not build or buy a building was held to have no 
immediate need for funds for equipment for it.’®” 


RESTRICTED EcoNoMY 


Abnormal conditions in the war and postwar period made the fulfill- 
ment of many corporate plans impossible. The courts may take cog- 
nizance of this state of facts although a corporation that does not place 
purchase orders or make other contemporary record of its intention to 
make specified expenditures may have difficulty in winning acceptance of 
an unsupported argument. 


The petitioner has shown that it was seriously handicapped in its business 
by the lack of the required equipment. It togk steps to secure the necessary 
priorities but was told by the War Production Board that it would be given 
no priorities to obtain the facilities from the manufacturers. Any formal 
application to the War Production Board, therefore, would have been a useless 
gesture. . . . We believe the petitioner had a right to hope, if not to expect, 
that the War Production Board restrictions would be lifted as the proportion 
of its war industry customers might rise.*®* 


The “useless gesture,” it would seem, should be made anyway, as an 
evidence of intention and good faith. 

This same corporation’s surplus was considered to have been justified 
by another aspect of the restricted economy then obtaining. 


The operation of the business was conducted under a buying program over 
which petitioner had little control but was dependent upon the vagaries of 
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mill development, with the consequent necessity of keeping a strong financial 
position.’ 


EXPANSION 


Development and growth of the business are among the strongest 
arguments that a corporation can advance for the accumulation of surplus. 
In one of the earlier cases on this subject, the Court said: 


It requires no argument to support the premise that the cited sections 
do not contemplate that a business should remain static; it must be assumed 
that any business shall have the right to grow. Necessarily incident to the 
exercise of this right are the making and pursuit of plans both as to organiza- 
tion and as to finances which will permit the accomplishment of the contem- 
plated development.” 


As to progress, it was said that 


Section 102, supra, is not based on the contemplation that a business should 
remain static.?% 


Expansion might be through the use of retained earnings or through 
the medium of outside financing.” Where the Commissioner’s case was 
built chiefly upon a schedule that showed the amount of additional per- 
sonal surtax that would have been generated had there been a distribution, 
the Court pointed out that despite the impressiveness of these figures the 
corporation had the right to legitimate expansion and sufficient facilities.” 
But where no possible expansion demands could exhaust the surplus, the 
Commissioner will be able to prove his case.” 

The corporation may inadvertently contradict its expansion claims by 
factual evidence. 


The petitioner increased the salary of its sole stockholder from $42,000, 
the salary paid to him in the taxable year ending March 31, 1936, to $63,250 
for the year ending March 31, 1937. This increase of more than 50 per cent 
is contrary to the ideas that surplus funds could be needed for expansion and 
other purposes connected with the operations of petitioner.*® 
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INSURANCE 


It is not pertinent here to explore the various life insurance selling 
mechanisms that have been tied in to section 102, the so-called ‘102 
insurance romances.” To date there has been but one case involving the 
combination of these two phenomena. The Commissioner maintained 
that moneys spent by a corporation on a life insurance policy were not 
legitimate business expenses and hence should be added to surplus in order 
to determine whether there had been an unreasonable accumulation beyond 
the needs of the business. Payment of premiums for several years, claimed 
the Commissioner, constituted a form of investment, which should be 
treated in the same manner as other outside investments of a corporation. 
Said the Court: 


But we think the facts show that petitioner made its investment in these 
insurance policies in the exercise of sound business judgment. . . . The mak- 
ing of the original loan by petitioner to [the debtor] prior to 1933 was not 
for a business purpose. It is stipulated that the loans were made to [him] as 
personal loans. However, while the loans were not made for business pur- 
poses, we think it wasclearly a business purpose for petitioner to salvage as 
much as possible out of the loans when they became bad, and this it was 
endeavoring to do when it took the assignment of the insurance policies . . . 
and made-payments on them in subsequent years . . . to protect them and 
keep them in force. . . . Under the circumstances which we have just nar- 
rated, we think that petitioner’s expenditures in connection with these policies 

. were related to its business, to wit, the preservation and conservation 
of its funds, and not a mere investment of its funds in an outside venture 
or an investment unrelated to its business.*°° 


Still to be decided is the question whether a corporation may make pay- 
ments on life insurance policies on the lives of its officers under this same 
theory that such payments are a necessary business expense: namely, to 
protect the corporation’s investment in a prime asset, the lives of its 
executives, 

It is desirable to have the payment of life insurance premiums appear 
as little like an investment as possible. Thus a single premium paid-up 
policy might be deemed to be a form of investment, requiring a fairly 
substantial payment in a high tax year that will not be repeated in lower 
tax years, or in deficit years. Contrariwise, the payment of a regular 
series of annual premiums in poor years as well as in good would indicate 
that such payments were not made for the purpose of minimizing tax 
liability in one particular year. 
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PLURALITY OF REASONS FOR RETENTION 


One sound business purpose is enough to justify an accumulation of 
surplus. One good reason is better than a variety of questionable ones. 
Sometimes, however, no single reason per se is sufficiently cogent to refute 
the Commissioner’s presumption but, in conjunction with other reasons, 
it may spell out an adequate need for retention. Thus a single reason 


. . though not compelling, is of some significance when viewed in connection 
with the other circumstances.?* 


In one case a corporation advanced eight business reasons in defense of 
its retention policy, but lost.*°* But plurality does not imply weakness of 
argument, and two other corporations, each of which advanced six dif- 
ferent reasons for accumulation, were success ful.*° 


OuTsIDE TESTIMONY 


Outside expert witnesses have not been too successful in testifying as 
to why a corporation was justified in accumulating surplus. The apparent 
reason for this is that a corporation’s executives are presumed to know 
more about its needs and peculiar problems than anyone else, even (some- 
times) the Commissioner. An outside witness is not entirely disinterested 
as a rule, and there is no reason to think that his knowledge of a corpora- 
tion’s affairs is any better than that of the Revenue Agent who makes a 
study of the case. Thus experts may testify knowingly as to the needs 
of a corporation, but the Commissioner’s statement was more persuasive 
when he showed that nothing had been done about meeting these needs.”*° 

Testimony of competitors as to the proper size of inventory for a 
particular industry will be regarded more respectfully, as the competitors, 
if not disinterested, might be less inclined to help a rival at the cost of 
making a false statement.?* 

Testimony of witnesses that might be corroborated by the records but 
which is not, is of little value.2** The Commissioner’s witnesses at times 
also leave something to be desired. 

In reaching our conclusion we have not overlooked the testimony of a pro- 


fessor in economics, finance and business administration called by the re- 
spondent as an expert witness who expressed the opinion that the earnings 


. and profits of each petitioner were accumulated beyond the reasonable needs 
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of its business. He admittedly had not taken into consideration the intention 
of the petitioners to acquire additional equipment and facilities or their ambi- 
tion to be in a financial position where they could, under appropriate circum- 
stances, acquire the equipment or facilities of some of their competing com- 
panies. Apparently he also had given slight, if any, consideration to the fact 
that both companies were perforce self-insurers in substantial amounts and 
had also failed to take into consideration the fact that the Express Company 
was frequently required to pay substantial amounts to connecting carriers. 
Upon the circumstances, therefore, we have chosen to rely upon our own 
appraisal of the evidence rather than upon the opinion expressed by this 
witness,?"* 





THE Lone RANGE VIEW 


A corporation may have an extraordinarily good or poor year, the 
accumulated surplus in which should properly be viewed in conjunction 
with its broad economic picture. One poor year may be inadequate grounds 
for hoarding every ¢ent for a rainy day; a good year may be insufficient 
evidence of a need to expand or of a need to retain some surplus. 


It is also to be borne in mind that the year 1941 was, as one witness ex- 
pressed it, a ‘flash year’ in which petitioner tripled its business over 1940 and 
that while the total for 1942 showed a levelling off toward normal, the sales 
in the first quarter of 1942 were greater even than those in 1941.°"4 


Perspective of an adequate number of years may be helpful in evaluat- 
ing the validity of the opposing arguments. Thus in one case, it was 
found that it took a corporation five years to complete an expansion pro- 
gram reputedly planned ; but it was shown that in this six-year period, the 
corporation actually expended more for plant and equipment than the 
undistributed income.** In another case it was shown that in a 12 year 
period, taxes and dividends paid plus funds actually employed in the 
business exceeded the total earnings for that period by more than 
$1,000,000.**° 

But the Commissioner was also able to use temporal perspective to 
disprove a corporation’s argument as to long-range plans. 


In the eight year period, 1934 to 1941, the average annual increase in surplus 
of the petitioner was more than one and one-half times the average annual 
expenditures of petitioner during that period for improvements in its build- 
ings, equipment, and machinery.”’ 
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THE TIME ELEMENT 


A corporation may not accumulate surplus because it realizes that one 
of these days it will have to make certain expenditures. Where a corpora- 
tion president testified that certain expenditures would be made “at a 
propitious time’ the Court felt that this was not definite enough.** 
Another Court said that “the statute, we think, contemplates immediate 
need, need associated with business in hand, apparently absent under the 
facts of this case.” **° 

Where a corporation is obliged by the nature of its business to make 
long-range plans and commitments, that is additional reason for accumu- 
lation of surplus ; and a nursery corporation was deemed not to have let its 
accumulations get unreasonable when it could be shown that plantings had 
to be made for sale or delivery in five years’ time.” 


CONSEQUENCES OF ERROR 


The late unlamented capital stock tax return was probably the only one 
which could not be corrected if an error was found.** For the purposes 
of section 102, it is not likely that a corporation would be penalized if its 
retained surplus were larger than its requirements solely because of an 
error; the corporation is not being availed of to prevent imposition of 
surtax upon its shareholders if the management honestly does not know 
that the surplus is as large as it actually is. Thus, through errors, a cor- 
poration reported its earnings as being smaller than they in fact were. 


However, in view of the circumstances, we do not think petitioner’s failure 
to distribute these earnings indicates such intent and purpose. In the first 
place, it is established to our satisfaction that petitioner, at the close of 1938, 
was unaware that there had been earnings of that amount. We do not agree 
with the respondent’s argument that petitioner’s bookkeeper . . . could not 
possibly have made the mistakes in preparation of the profit and loss state- 
ment, which he testified he made. On the other hand the circumtsances, we 
think, show that the mistakes were in fact made, and honestly made.?*? 


But where a mistake allegedly was made and subsequently discovered, 
the fact that the corporation did nothing about it tends to negate the 
argument that surplus was believed to be smaller than it was.*** 

It was claimed that a corporation should be allowed to adjust income 


218 Southland Industries, Inc., 5 TCM 950, 958 (1946). 

219 McCutchin Drilling Company v. Comm’r, 143 F. 2d 480, 482 (C.C.A. 5th 1944). 

220 Millane Nurseries & Tree Experts, Inc., 1 TCM 228 (1942). 

221 Unless by Act of Congress. 

222 Florida Iron & Met&l Company of Jacksonville, B.T.A. Memo. Dkt. 105641. P-H 
{ 42,408 (1942). 

223 Edward G. Schwartz, Inc., 33 B.T.A. 355 (1935). 
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in the taxable year by giving effect to a bad debt, which a revenue official 
incorrectly had advised could not be handled in that manner. Judge 
Learned Hand replied: 


It is not just that a penalty should be levied because of its mistake in failing 
to take the deduction in the right year. . . . [But] one accepts the advice of a 
revenue official at his peril. . . . We have no reason to think that it would 
have distributed its accumulated earnings during the next year.*** 


TAX LAW REVIEW 





IDEOLOGIES 


Even where there is no question of planned tax avoidance, section 102 
may cause a collision between ideas of Corporation and Government as to 
how much surplus may reasonably be accumulated. The very idea that a 
corporation may be subject to a higher authority in the decision of divi- 
dend policy is anathema to many.” But a corporation’s policy of hyper- 
conservatism, even if of long standing, will not stand up against the 
government’s policy of needing money, which is of even longer standing. 


224 United Block Co. v. Helvering, 123 F. 2d 704, 706 (C.C.A. 2d 1941). 

225 A powerful example of this was the attack against the tax on undistributed earnings 
of 1936-7 by the then Economist of the Chase National Bank of New York: see Ben- 
jamin M. Anderson, Jr., Eating The Seed Corn, CHasE Economic BuLtetin, March 12, 
1936, Vol. XVI, 32. 
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Notes 


Taxation of Insurance Policies as Transfers in Contemplation of 
Death. In recent years the Commissioner of Internal Revenue has attempted 
to tax transfers of insurance policies or relinquishments of rights regardless 
of the age and condition of health of the insured, on the ground that such 
transfers necessarily must be in contemplation of death. The argument is that 
no “life” motives can exist here, as they may in connection with the transfer 
of other property—motives such as income tax saving or giving donees finan- 
cial security. 

Obviously, in many cases the motive inducing the transfer of an insurance 
policy or the relinquishment of reserved rights was just to avoid estate taxes. 
People often changed the form in which policies had been originally taken 
out because they came to realize that, unless changed, these could be taxed. 
In many such cases the insured might have avoided subsequent difficulty by 
surrendering the polities first taken out and obtaining new insurance in a 
form not vulnerable. Assuming the decedent was still an insurable risk at 
the time he wanted to make the change, this would seem to be a method well 
designed to avoid complications for’ his estate. The recorded cases, however, 
do not reflect such action, although there is one case? in which, in order 
to show he was still insurable, the insured did take out an additional policy. 
As we shall see, it did his estate no good. 

Any discussion of the authorities in the field starts, of course, with United 
States v. Wells,? although that case did not deal with life insurance policies, 
The Supreme Court ‘laid down the broad rule in that case that a gift becomes 
taxable if the dominant motive is “of the sort which leads to testamentary 
disposition” and this, even if decedent had no idea death was imminent. 

An interesting recent corollary to that case is Allen v. Trust Company of 
Georgia. Trusts were created for the benefit of settlor’s children, who 
were in need and had shown themselves improvident. Originally the grantor 
reserved the right to amend the trusts with the consent of certain other per- 
sons, believing that such a reservation did not make the trusts taxable to his 
estate. After the Supreme Court decided otherwise in another case,* the 
insured renounced the power to amend. Upon his death, the Government 
argued that, since the renunciation was motivated solely by the desire to save 
estate taxes, it was testamentary in character. Mr. Justice Douglas, for a 
unanimous Supreme Court, answered this argument by showing that the 
renunciation was merely the last step in consummating a plan originally moti- 








1 See Slifka vy. Johnson, 161 F. 2d 467 (C.C.A. 2d 1947). 

2283 U.S. 102 (1931). 

3 326 U.S. 630 (1946). 

4 Helvering v. City Bank Farmers Trust Co., 286 U.S. 85 (1935). 
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vated by considerations of life, namely, the desire to help decedent’s children 
in their need. 

Until now, the Supreme Court has not specifically dealt with the problem 
of life insurance policies,® but the Circuit Court for the Second Circuit has 
taken a strong position supporting the contentions of the Government in a 
number of cases, some of which the Supreme Court has refused to review. 

In First Trust and Deposit Co. v. Shaughnessy,® the insured had renounced 
the reserved right to change a beneficiary, and the beneficiary-wife then trans- 
ferred the policies to a trustee in such a way that she would have no benefit 
from them until after her husband’s death. The District Court refused to let 
the case go to the jury and directed a verdict for the Government. The Circuit 
Court affirmed, on the ground that the whole plan was equivalent to a testa- 
mentary disposition by the husband. Judge Learned Hand dismissed the 
possibility that the wife might have benefited from the transfer during her 
husband’s lifetime by exercising a reserved power to revoke the trust, because 
the evidence showed the husband's sole motive to have been to save estate 
taxes. The husband’s state of mind and health were for this reason held en- 
tirely irrelevant. 

In Vanderlip v. Commissioner,’ the same Court upheld a Tax Court decision 
based upon a stipulation that decedent’s sole motive in relinquishing his rights 
in the policies had been a desire to avoid estate taxes. Judge Hand said 
that it could be argued that a transfer of property such as an insurance policy 
which could produce no income, should always be taxable, regardless oi 
motive. He noted, however, that “life” motives might be found for such 
transfers, such as a desire to save the property from creditors or the claim 
of a future wife. But he concluded that the motive to save estate taxes could 
not save the transfer from-taxability. 

In Diamond’s Estate,® decedent had created a trust of insurance policies 
but had reserved rights in the policies as well as power to revoke the trust. 
Later he had become concerned about his financial situation and had been 
advised to relinquish these powers. Consummation of the plan was delayed 
for nearly two years. The Tax Court found the transfers to be in contempla- 
tion of death, partly because there was no proof of decedent’s financial con- 
dition at the time the plan was consummated and partly because, on the same 
day the plan was so consummated, he had executed a will disposing of his 
property in substantially the way the trusts disposed of the policies. The 


5 Helvering v. Le Gierse, 312 U.S. 531 (1947); Goldstone vy. United States, 325 U.S. 
687 (1945) did not affect our problem. In each of these cases a single premium insur- 
ance policy was purchased at the same time as an annuity contract was made. The 
Court therefore concluded that no insurance risk existed so that the provisions dealing 
with insurance were inapplicable. The Court did not intimate whether, had this not been 
the case, the provisions dealing with transfers in contemplation of death would, never- 
theless, also be applicable. 

6 134 F. 2d 940 (C.C.A. 2d 1943), cert. denied, 320 U.S. 744 (1943). 

7155 F. 2d 152 (C.C.A. 2d 1946), cert. denied, 329 U.S. 728 (1946). 

8 See Matter of Lippincott, 72 F. 2d 788 (C.C.A. 3d 1934), not an insurance case. 

9159 F. 2d 672 (C.C.A. 2d 1947). 
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Circuit Court decided merely that the case presented a question of fact on 
which the decision of the Tax Court was conclusive. Judge Frank cast doubt 
also on the contention that a desire to protect the policies from creditors was 
a “life” motive.?° 

In Slifka v. Johnson,” taxability was upheld on the ground that the pre- 
ponderant motive was avoidance of estate taxes. Judge Augustus Hand indi- 
cated, however, that the result might have been otherwise, had decedent parted 
with all control over the policies. That happened not to be so, because there 
had been an understanding whereby the person to whom the policies were 
transferred might borrow on them for decedent’s benefit. 

But in Cowles v. United States,?* the Second Circuit held it was not a 
transfer in contemplation of death to procure a policy for the benefit of a 
wife as a substitute for the obligation to support her under an agreement 
which was anticipatory to a divorce. Judge Learned Hand called the domi- 
nant motive here the getting rid of the wife and of the obligation to support 
her. In discussing this phase of the case the Court did not comment on the 
fact that it was here dealing with a policy in its original form and not with 
a transfer or relinquishment of any rights. It would be remarkable, indeed, 
if the doctrine of transfers in contemplation of death should be generally 
extended to the procurement of life insurance policies, so that it would be 
necessary to show a “life” motive in order to assure the non-taxability of 
these. It is submitted that such a view would make largely unnecessary the 
specific references in the taxing statute to insurance policies. 

This was perhaps recognized inferentially by the Court in that case when 
it discussed the Government’s further argument that the policy was taxable 
as a transfer to take effect at death. For the Court pointed out that all that 
was “transferred” were the premiums paid by the husband. It disposed sum- 
marily of the contention made by the Government on this head and pointed 
out that the policy had been exempted by the regulations then in force.** 

Several other Circuit Courts have taken the general view of the Second 
Circuit,’* and recent Tax Court decisions reflect it, too..* Thus, in Matter of 


10 Citing McGrew’s Estate v. Comm’r, 135 F. 2d 158 (C.C.A. 6th 1943), but see Colo- 
rado National Bank v. Comm’r, 305 U.S. 23 (1938). 

11161 F. 2d 467 (C.C.A. 2d 1947). 

12152 F. 2d 212 (C.C.A. 2d 1943). 

18 Reg. 80, Art. 27, as amended by T.D. 5032 on January 10, 1941, taxed policies to 
the extent that the insured retained rights at any time after January 10, 1941. In this 
particular case decedent died after that date but before the effective date of the 1942 Act. 
The Court concluded that since the policies came within the literal description of the 
regulation just referred to, the policies were not taxable as intended to take effect upon 
death. It is curious that the Court did not use the same line of reasoning when discuss- 
ing the contention of the Government that the policies were taken out in contemplation 
of death, since the statute deals in one place both with transfers made in contemplation 
of death and with transfers intended to take effect at death. 

14 Davidson’s Estate v. Comm’r 158 F. 2d 239 (C.C.A. 10th 1946) ; Thomas v. Graham, 
158 F. 2d 561 (C.C.A. 5th 1946). 

15 Matter of Cronin, 7 T.C. No. 162 (1946) ; Matter of Garrett, 8 T.C. No. 59 (1947). 
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Cronin,’* the Tax Court held that a transfer of policies to insured’s wife was 
in contemplation of death. In that case the insured made a will at about the 
same time that he transferred the policies. Although the wife had the right 
to borrow on the policies and had actually exercised that right during her 
husband’s life, the borrowing was only for the purpose of paying premiums. 
Moreover, the Tax Court found that it was understood the wife would not 
surrender the policies. The majority of the Tax Court, with three Judges 
dissenting, concluded that the transfer was part of a testamentary plan. One 
important factor which lead to this conclusion was that the insurance came to 
more than five times the rest of the estate. The majority rejected the argu- 
ment made by the estate that the policies had been assigned to avoid their 
being subjected to the risk of decedent’s business, partly for lack of evidence 
on the subject and partly because they felt that the purpose might itself have 
been a testamentary one. 

The question has also arisen whether, under such circumstances as these, 
the entire proceeds of the policies are taxable, or only the cash surrender 
value at the time of the transfer. The Circuit Court of Appeals for the First 
Circuit, in Leibmann v. Hassett," ruled that the entire proceeds were taxable, 
pointing out that the Act then applicable** expressly required the valuation 
of property transferred in contemplation of death as of the time of death. 
There was also involved in that case the question whether an adjustment 
should be made because the beneficiaries had paid some of the premiums. 
On this phase of the case the Circuit Court upheld the District Court’s ruling 
that the proportionate part of the insurance represented by the premium pay- 
ments made by the beneficiaries should be excluded from the amount to be 
taxed.?® 

It is therefore clear from these decisions that, at least under the law as it 
stood before 1942 (for all of the decedents involved in these cases died before 
that law became effective), life insurance policies are taxable if transferred 
or if reserved rights are relinquished, and that this is true regardless of the 
insured’s state of health at the time, whenever the dominant purpose of the 
transfer is to reduce estate taxes. Such purpose will be inferred where the 
policies are transferred so that the beneficiaries can make no use of them 
during the insured’s lifetime or where a trust accomplishes the same testa- 
mentary scheme as that contained in a will made about the same time. 

The cases indicate further that, regardless of everything else, the policies 
will be held taxable unless it can be shown that the insured had some “life” 
motive for getting rid of them. Whether financial difficulties constitute such a 
“‘life’’ motive has not been decided. On the other hand, a “life” motive such 
as the desire to get rid of the obligation to support a wife relieves the policies 
from taxation. 

The question arises whether all these cases may not be academic in the light 


167 T.C. No. 162 (1946). 

17148 F. 2d 247 (C.C.A. Ist 1945). 

18 Revenue Act of 1926, Sec. 302(1), cf. Heiner v. Donnan, 285 U.S. 312, 330 (1932). 
19 Citing 1 Paut, Feperat Estate AND Girt TAXATION 651 .n. 9 (1942). 
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of the provisions of the 1942 Act and subsequent Acts, when the incidents of 
ownership had been reliquished before January 10, 1941 and no subsequent 
premiums paid by the insured. This date was first introduced into the subject 
by a Treasury decision which taxed policies to the extent that the insured 
retained rights at any time thereafter.*° In the 1942 Act, a special provision 
dealt with the case of policies as to which no rights were possessed by the 
insured after that date.** 

In terms, of course, the new law does not deal with the subject of con- 
templation of death at all. However, the House Committee which sponsored 
it pointed out ** that a transfer of incidents of ownership might result in taxa- 
bility, if in contemplation of death. 

The problem, therefore, is to reconcile this reservation made by the House 
Committee with the provisions of the new law. To accomplish this a dis- 
tinction may well be made between rights relinquished before the crucial date 
and rights relinquished thereafter. Thus, a policy would not be taxable if all 
rights had been relinquished before January 10, 1941, and no premiums 
later paid by the insured, but it might still be open to the Government to 
contend that rights relinquished after that date constituted a transfer in con- 
templation of death. That would leave scope for the operation of the principle 
referred to by the House Committee. 

In the current regulation ** the Commissioner has indicated that life insur- 
ance not includible under the provisions directly dealing with that subject 
might nevertheless be includible under other provisions of the law, particu- 
larly under those provisions dealing with transfers in contemplation of death. 
While the regulation instances the case of a transfer in contemplation of 
death of a policy fully paid before January 10, 1941, there is nothing in the 
regulation to indicate that the Commissioner intended to declare that all 
transfers of insurance policies or rights thereunder were necessarily in con- 
templation of death. 

Were this extreme position to be upheld as to transfers made before Janu- 
ary 10, 1941, it would go far to nullify the exemption * effectively accorded 


20 Reg. 80, Art. 27, as amended by T.D. 5032 on January 10, 1941. 

21 Sec. 404 of the Revenue Act of 1942, Title I, Part I, subdivision c, which provided: 
“ . . but in determining the proportion of the premiums or other consideration paid 
directly or indirectly by the decedent (but not the total premiums paid) the amount so 
paid by the decedent on or before January 10, 1941, shall be excluded if at no time after 
such time the decedent possessed an incident of ownership in the policy.” 

22 See CCH Feperat Estate AND Girt TAX Reporter § 3470.50. The discussion, while 
it immediately follows the reference to January 10, 1941, does not specifically deal with 
policies affected thereby. There is a separate paragraph which says: “This section, like 
the present provision in §811(g), does not constitute the only section under which life 
insurance is includible in the gross estate. For example, a decedent who does not pay 
any of the premiums upon a policy upon his own life but who possesses incidents of 
ownership therein may not escape tax by a transfer of all rights in such policy in con- 
templation of death... .” 

23 Reg. 105, Sec. 81.25. 

24 Strictly speaking, of course, the new law does not speak in terms of exemption, but 
rather in terms of limited inclusion. In other words, policies of insurance are included 
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by the new law. If the Government may contend that the relinquishment of 
rights before 1941 subjects the policy to taxation as a transfer in contempla- 
tion of death, then the specific provision with regard to such policies in the 
present law would have application only in those very rare cases where it can 
be shown the rights were relinquished for a “life” motive. Surely Congress, 
in setting up the new standard, did not intend that it should apply only to 
such rare cases. 

It is suggested, therefore, that a proper construction of the law as it stands 
prevents the Government from contending that a right relinquished before 
January 10, 1941 was relinquished in contemplation of death, but permits it 
to make such contention where the right was relinquished thereafter. 

In this discussion we have assumed that all the premium payments made 
since 1941 were made by the beneficiaries. If some of these payments were 
made by the insured, then, of course, the policy would be taxable in the pro- 
portion that the insured’s premium payments bore to all the premium pay- 
ments, both those made before and those made after 1941, where the rights 
were relinquished before that date. Where the rights were relinquished after 
that date, the policy would be taxable except to the extent to which the bene- 
ficiary made payments. Here again the intent of Congress is clear, that policies 
should be favored where the rights were relinquished before 1941.° 

To hold, therefore, that the Commissioner might deem relinquishment 
before 1941 in contemplation of death would fly in the face of the express 
provision of the new law even the more clearly where some premium payments 
had thereafter been made by the insured. 

Basically, however, the problem is one which calls for an expression from 
Congress. Because of the peculiar character of insurance policies which neces- 
sarily take effect upon death and are taken out always in contempiation of 
death, it would be appropriate for Congress explicitly to declare that life 
insurance policies are to be taxed as part of an estate only under the particular 
provisions dealing with life insurance policies and not at all under any other 
provisions. It is true that such a declaration by Congress would deprive the 
Treasury of revenue in situations in which an insured person, knowing death 
to be imminent, may seek to avoid taxability by relinquishing reserved rights. 
But these situations must be relatively rare today, in view of the constantly 
increasing effort on the part of insured persons so to set up their policies as 
to avoid taxability. They could, perhaps, be caught by a reservation in the 
new declaration by Congress to the effect that the exclusion of insurance poli- 
cies from the concept of transfers in contemplation of death would not apply 
in the case of transfers made within some short, fixed time before death. 

—Osmonpv K. FRAENKEL * 


to the extent that decedent pays premiums, but premium payments made before January 
10, 1941 by the insured are to be “excluded” if he did not possess any incidents of 
ownership thereafter. 

* Member of the New York Bar and author of numerous articles in legal periodicals. 
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Basis of Property Transmitted at Death—Need for Revision. Section 
113(a)(5) of the Internal Revenue Code provides that the basis for de- 
termining gain or loss on the sale or disposition of property “acquired by 
bequest, devise, or inheritance, or by the decedent’s estate from the decedent 

. Shall be the fair market value of such property at the time of such 
acquisition.” Thus, appreciation in value of property in the hands of a de- 
cedent becomes frozen in the basis accorded to the heir or legatee, and such 
appreciation completely escapes income tax. The special privilege created by 
section 113(a)(5) is diametrically opposed to the statutory pattern of carry- 
over basis as provided for in the Code.’ Although the Treasury has sought to 
remove this inequity,” section 113(a)(5) has remained unchanged. Its appli- 
cation to a related problem evidences the need for change. 

In Charles F. Coates, the Tax Court held that payments of post-death 
partnership income to the estate of a deceased partner were not taxable to the 
surviving partners. Pursuant to the terms of the partnership agreement, there 
was to be paid to the estate of a deceased partner (a) his “capital” account 
consisting of undrawn earnings and work in process in quarterly installments 
but in not more than five years from the date of death; and (b) a stated per- 
centage of the partnership income for a period of five years after his death.® 
There was no dispute as to the former payments.® As to the latter, the result 
was obviously correct.’ The Coates holding and section 113(a)(5) seem to 





1T.R.C. §§113(a)(2), (7), (13) and (15). 

2 See statement of Randolph E. Paul, Hearings before Committee on Ways & Means, 
H.R. Rep. 77th Cong., 2d Sess. (on revenue revision of 1942) 89. 

8 Sec. 204 of the Revenue Act of 1937 added the next to the last sentence to the present 
§113(a)(5). Its purpose was set forth in H.R. Rep. No. 1546, 75th Cong., Ist Sess. 
24 (1937), 1939-1 Cum. Buti. 721: “Such . . . companies are, with few exceptions, . . . 
formed or availed of by their owners to evade or avoid the payment of their just share of 
Federal income taxes by the accumulation of income abroad. Sound fiscal policy demands 
that all possible lawful means be invoked to protect the integrity of the revenues from 
the destructive effects of widespread resort to this type of taxdodging device. The rule 
contained in § 204 is therefore thought to be justified by the same sort of consideration 
as the established principle applicable to transfers by gift contained in §113(a)(2) of the 
Revenue Act of 1936.” 

47 T.C. 125 (1946). 

5 The taxable year in question in the Coates case was 1945. One partner died Decem- 
ber 7, 1941, and his estate was receiving 204% of post-death partnership income. Another 
partner died July 6, 1943, and his estate was receiving 12% of post-death partnership 
income. It is interesting to note that the Court omitted any discussion of I.R.C. § 126. 

6 Charles F. Coates, 7 T.C. 125, 133 (1946). 

7 The status of post-death partnership income paid to a decedent's estate has been-and 
continues to be a perplexing problem. See Rabkin & Johnson, The Partnership Under 
the Federal Tax Laws, 55 Harv. L. Rev. 909, 939 (1942); Simon, Federal Tax Prob- 
lems Arising upon a Partner’s Death, 24 Taxes 50 (1946); Guterman, New Problems 
Under Section 126 in Income and Estate Taxes, 24 Taxes 633 (1946); Note, Income 
Taxation of Surviving Partners on Payment to Estates Under Prior Agreements, 47 
Cor. L. Rev. 289 (1947). The fundamental question is: whose income is it? The answer 
depends upon whether the payments are classified as distributions of partnership “in- 
come,” or as payments made by the surviving partners to “purchase” the decedent’s inter- 
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create the paradoxical result that such income payments escape income tax 
in any forms 

Section 811 of the Internal Revenue Code requires property of a decedent 
to be included in his estate at “the value at the time of his death.” Since, in 
the Coates case, the estate of the deceased partner acquired a vested contractual 
right to a share of the post-death partnership income, the value thereof upon 
the date of death must be included in the decedent’s estate.* The basis of 
property transmitted at death is the fair market value of the property at the 
date of death.? The fair market value of such property on the date of death 
is deemed to be the valuation on that date for estate tax purposes, and this 
in turn is the basis used for determining gain or loss, and depreciation or 
amortization for income tax purposes.*° 

Having acquired a basis for such asset, through the incidence of the estate 
tax and section 113(a)(5), the estate of the deceased partner is apparently 
entitled to recoup its basis either in the event of a sale of the asset," or reten- 
tion thereof.1? Thus, if the estate of the deceased partner sold its right to 
receive post-death partnership income no gain would have resulted unless the 
purchase ‘price received exceeded its basis.* This result is not altered by the 
provisions of section 126. Under the earlier regulations there was considerable 
doubt as to what constituted “income in respect of a decedent” in a Coates 
situation. The regulations provided : 


Upon his death, the payments by the surviving partners must be included 
in the widow’s income to the extent they exceeded the adjusted basis of such 
assets in the hands of the decedent immediately prior to his death. 


est in the partnership. In the former, the payments are taxable ‘to the distributee and 
not to the surviving partners. Bull v. United States, 295 U.S. 247 (1935); Degener v. 
Anderson, 77 F. 2d 859 (C.C.A. 2d 1935) ; Charles F. Coates, 7 T.C. 125 (1946) ; John G. 
Madden, 5 TCM 559 (1946) ; Frederic C. Bellinger Estate, 5 TCM 90 (1946) ; Richard P. 
Hallowell, 39 B.T.A. 50 (1939); Gussie K. Barth, 35 B.T.A. 546 (1937); Walter T. 
Gudeon 32 B.T.A. 100 (1935). See Thomas F. Remington Estate, 9 T.C. No. 13 (1947). 

On the other hand, where the payments are classified as a “purchase” of the decedent’s 
interest, the payments are taxable to the surviving partners, being made out of their 
account out of funds otherwise distributable to them as partnership profits. Wilkins v. 
Comm’r, 161 F. 2d 830 (C.C.A. 1st 1947), aff’g, 7 T.C. 519 (1946) ; Autenreith v. Comm’r, 
115 F. 2d 856 (C.C.A. 3d 1940) ; Edwards v. Comm’r, 102 F. 2d 757 (C.C.A. 10th 1939) ; 
Pope v. Comm’r, 39 F. 2d 420 (C.C.A. 1st 1930) ; Hill v. Comm’r, 38 F. 2d 165 (C.C.A. 
Ist 1930), cert. denied, 281 U.S. 761 (1930); H. Lewis Brown 1 T.C. 760 (1943), aff'd, 
141 F. 2d 307 (C.C.A. 2d 1944), cert. denied, 323 U.S. 714 (1944) ; Estate of George R. 
Nutter, 46 B.T.A. 35 (1942), aff'd sub nom. McClennen v. Comm’r, 131 F. 2d, 165 (C.C.A. 
Ist 1942); Estate of Bavier C. Miller, 38 B.T.A. 487 (1938); W. Frank Carter, 36 
B.T.A. 60 (1937). 

8 LR.C. §811(a). 

9 T.R.C. §113(a) (5) ; Reg. 111, Sec. 29.113(a)(5)-1. The phrase “date of death” used 
in the text includes the optional valuation date under I.R.C. §811(j). See the last sen- 
tence of I.R.C. §113(a) (5). 

10 Reg. 111, Sec. 29.113(a) (5)-1(c). 

11 T.R.C. § 111(a). 

127.R.C. §§23(1), (m) and (n). 

18 McAllister v. Comm’r, 157 F. 2d 235 (C.C.A. 2d 1946), cert. denied, 67 Sup. Ct. 
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By T.D. 5459, Jun 18, 1945,** the above sentence was amended to read: 


_ Upon his death, the payments by the surviving partners must’ be included 
in the widow’s income to the extent they are attributable to the earnings of 
the partnership accrued only by reason of his death. 


The regulations now fully recognize that “income in respect of a decedent” 
is limited to the decedent’s “interest in the previously earned proportion of 
the unfinished partnership business transactions.” ** Thus, in the Coates situa- 
tion only the payments attributable to the decedent’s “capital” account would 
be section 126 income. It is only as to such payments that section 126 cancels 
the effect of section 113(a)(5).** Upon a sale of the right to receive such 
payments the full purchase price would be taxable to the estate as ordinary 
income. But section 126 does not apply to post-death partnership income pay- 
ments to the decedent’s estate in excess of the decedent’s share of the value 
of work in process and receivables.’* As to such items section 126 does not 
supplant the provisions of section 113(a)(5).’* Upon a sale of the right to 
receive such payments section 113(a)(5) makes it mandatory for the estate 
of the deceased partner to recoup its basis. ; 

If the estate of the deceased partner can recoup its basis by a sale of the 
right to receive post-death partnership income, it should certainly be allowed 
to recoup its basis when it retains such right and receives the income there- 
from. In the Coates situation the estate would therefore be entitled to deduct 
each year, from the amounts of post-death partnership income received, one- 
fifth of its basis.1® Thus, if a taxpayer purchases a life tenant’s interest for 
a lump sum, such sum is amortizable over the life expectancy of the measur- 
ing life, as a deduction against the trust income received by the taxpayer.*° This 
rationale is applicable to the instant situation. Here the estate of the deceased 
partner retains the asset bequeathed to it. This asset has a basis by virtue of 
section 113(a)(5) and a life of five years. The asset is completely exhausted 
at the end of its five-year life. Before the estate determines its income from 
this asset it must be allowed to recover its basis through a deduction over the 
life of the asset acquired. Unless the deduction is allowed the estate will lose 
forever the deduction to which it is entitled.” 


864 (1947); Allen v. First National Bank and Trust Co., 157 F. 2d 592 (C.C.A. 5th 
1946) ; Bell Estate v. Comm’r, 137 F. 2d 454 (C.C.A. 8th 1943). 

141945 Cum. Butt. 193. 

15 Reg. 111, Sec. 29.126-1. 

16 T.R.C. §126(2). 

17 See Frederic C. Bellinger Estate, 5 TCM 90 (1946). Cf. Thomas F. Remington 
Estate, 9 T.C. No. 13 (1947). 

18 H.R. Rep. No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Butt. 436. 

19 Under I.R.C. §126(c) the estate may deduct also that portion of the estate tax 
attributable to the inclusion of the right to receive “capital” account payments in the 
decedent's estate. 

20H. Edward Wolff, 7 T.C. 717 (1946). 

21 Cf. the dictum by Opper, J. in Thomas F. Remington Estate, 9 T.C. No. 13: “And 
in that case [the Coates case] it was recognized that an estate might be taxable on a 
right to receive income, acquired as part of the estate, and then on that income when 
received.” 
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An analagous situation was presented in Charles Bertham Currier.* In 
the Currier case, the decedent set up testamentary trusts for the benefit of 
his four daughters. The estate included the bequeathed asset of an eleven 
story building erected by the lessee. This asset was valued in the estate tax 
proceedings of the decedent. In 1941, the trustees, pursuant to the will, dis- 
tributed 17% of the net income of the trust to the taxpayer. The taxpayer 
claimed as a deduction against such income her share of the depreciation of 
the building. In upholding the contention of the taxpayer the Court stated: 


As opposed to cost, the basis of property acquired by devise is categorically 
fixed by statute as fair market value on the date of acquisition. Internal 
Revenue Code, sec. 113(a)(5). Hence, if we can discover the fair market 
value of the property in question at the date of decedent’s death, Augustus v. 
Commissioner (C.C.A. 6th Cir.), 118 F. (2) 88, (or the figure at which it 
was returned for estate tax purposes, which is recognized as the equivalent, 
Regulations 103, sec. 19.113(a)(5)) the upshot would ordinarily be its 
basis for depreciation in petitioner’s hands, without any reference to its ‘cost.’ 
Having acquired a basis by the incidence of the estate tax, the gradually 
disappearing value of a wasting asset can not be replaced except by periodic 
depreciation adjustments.** 


In the Coates situation, as in the Currier case, the estate of the deceased 
partner acquired a basis by the incidence of the estate tax and by virtue of the 
specific provision of section 113(a)(5). There too the asset is a wasting asset 
and its value and basis cannot be replaced except by amortization deductions 
spread over the life of the asset. 

Section 24(d) does not deny the right to such a deduction. Under this 
section the holder of a “life or other terminable interest in property” may not 
set up the value of the expected future payments as corpus and claim a deduc- 
tion for the exhaustion thereof.** However, this section applies only where 
(1) the taxpayer does not receive the “corpus” of the property, but receives 
only the increment accruing therefrom; and (2) the “corpus” of the property 
is not depleted in that there is no destruction or diminution by use of the 
property which furnishes the source of the income. In the Coates situation 
these factors are missing. The estate of the deceased partner actually receives 
the “corpus” itself, and the “corpus” is exhausted at the end of its five year 
life. Therefore, the estate would be entitled to its deduction of one-fifth of 
its basis in each of the five years involved. 

The impact of section 113(a)(5) results in the unjustifiable escape of 
income from taxation. To prevent such escape in the Coates situation, the 


227 T.C. 980 (1946). 

28 Td. at 984. 

24 Reg. 111, Sec. 29.24-8. I.R.C. §24(d) was added to the Code by the Revenue Act 
of 1938. Its purpose was clearly stated in H.R. Rep. No. 350, 67th Cong., Ist Sess., 1939-1 
Cum. Buty. 177: “Under existing law persons receiving by gift, bequest, devise, or in- 
heritance a life or other terminable interest in property, frequently capitalize the expected 
future income, set up the value of this expectancy as corpus or principal, and thereafter 
claim a deduction for exhaustion of this so-called principal on the ground that with the 
passage of time the ‘principal’ or corpus is gradually shrinking or wasting. This sec- 
tion explicitly provides that no such deduction shall be recognized.” 
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Treasury has repeatedly asserted the theory that post-death partnership income 
payments were taxable to the survivors as the “purchase price” of the de- 
cedent’s interest in the firm.?* Obviously such a theory is artificial and un- 
realistic in the case of personal service partnerships where capital is not an 
important factor. Since the estate is a participant in the post-death partner- 
ship income, it should be taxable upon its share of that income. It is sub- 
initted that the most efficient method for accomplishing this result would be 
to amend the present section 113(a) (5) and in its place substitute a provision, 
similar to section 113(a)(2),°* using the decedent’s basis. Only in this 
manner will the basic statutory pattern of carry-over basis be attained. 

There are objections to the proposed statutory amendment.*’ In the first 
place it may be conceded that a carry-over basis would be difficult to ad- 
minister. However, the Treasury and taxpayers have had years of experience 
under the various carry-over basis provisions of the Code. Certainly the 
proposed statutory amendment would present no new or insurmountable 





barrier. 

More important, perhaps, is the objection that double taxation results. It 
is conceivable that certain property might be taxed more than 100% of its 
value. Thus, if a decedent in the 85% estate tax bracket died owning a share 
of stock which cost $20, the fair market value of which was $100, the estate 
would pay an estate tax of $85 and then, upon a later sale, a capital gains tax 
of $20. A practical and equitable remedy is available. In determining gain 
upon the sale of such an asset there should be added to the decedent’s basis 
the amount of the estate tax attributable to the inclusion of such item in the 
decedent’s estate. The proposed statutory amendment would then place all 
taxpayers in a similar status and would prevent the complete escape of appre- 


ciated property from its proper burden of income tax. 
—ABRAHAM TANNENBAUM * 


25 See cases discussed in note 7 supra. 

26 See Guterman, New Problems Under Section 126 in Income and Estate Taxes, 24 
TAxeEs 633 (1946). The author there suggests that I.R.C. § 126 be amended so as to 
include post-death partnership income as “income in respect of a decedent,” and that 
I.R.C. §183 be amended to allow a corresponding deduction for such payments to the 
surviving partners. Although this would remedy the Coates problem, it leaves untouched 
the escape from taxation of the appreciation in value of property in the hands of a 
decedent. 

27 See Hearings before Committee on Ways & Means, H.R. Rep. 77th Cong., 2d Sess. 
(on revenue revision of 1942) 2879, 2883. 

*LL.M. in Taxation (New York University School of Law); Graduate Editor of 
Tax Law Review; member of New York Bar. 
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Consistency In Taxes—The Rationale Of 
Integration And Correlation 


ROBERT W. WALES 


f Ror criteria determining liability for tax are different in the estate tax, 
the gift tax and the income tax. These diversities, most of which seem 
to be without rational foundation in the nature of the various taxes, 
have occasioned considerable unfavorable comment.’ At least in the 
abstract, there is fairly widespread agreement that a coherent and con- 
sistent set of criteria for the three taxes would be far simpler and more 
equitable. As in other tax fields, agreement is less general on the appro- 
priate means to attain simplicity and equity. A Joint Study,’ carefully 
prepared during nearly three years of deliberation, proposes to unite the 
estate and gift taxes into a single transfer tax—‘integration”; and to 
use consistent criteria for the transfer tax and the income tax in fields 
affected by both—“correlation.” The objectives sought by the Joint 
Study deserve more than comment and analysis by those interested in the 
field. But, of course, any legislative action should be preceded by 
thoughtful, critical examination. Intelligent criticism such as that pre- 
sented by Joseph S. Platt in the preceding issue of this Review * is an 
essential part of such expert examination. 

Though important, the points of difference between Mr. Platt and the 
Joint Study are not in essentials or fundamental objectives. He agrees 


Rosert W. WaA tes, formerly Tax Legislative Counsel of the Treasury, is a member 
of Miller, Gorham, Wescott & Adams, Chicago, III. 

1 Griswold, A Plan for the Coordination of the Income, Estate, and Gift Tax Pro- 
visions with respect to Trusts and Other Transfers, 56 Harv. L. Rev. 337 (1942); 
Warren, Correlation of Gift and Estate Taxes, 55 Harv. L. Rev. 1 (1941); 1 Paut, Fep- 
ERAL EstaTE AND Girt TAXATION 88, 89 (1942); Wales, Indian Gifts, 34 Int, L. Rev. 
119 (1939). 

2 Federal Estate and Gift Taxes, A Proposal for Integration and Correlation with the 
Income Tax, A Joint Study prepared by an Advisory Committee to the Treasury 
Department and by the Office of the Tax Legislative Counsel, with the cooperation of 
the Division of Tax Research and the Bureau of Internal Revenue (U. S. Govern- 
ment Printing Office, 1947). The Advisory Committee consisted of Mr. George K. 
Bowden of Chicago, Ill.; Mr. Jesse R. Fillman of New York, N. Y.; Mr. Lawrence E. 
Green of Boston, Mass.; Dean Erwin H. Griswold of Cambridge, Mass.; and Mr. Harry 
J. Rudick of New York, N. Y. 

Full disclosure of possible bias requires mention of the fact that the writer was 
Tax Legislative Counsel during part of the period that the Joint Study was under 
consideration. 

8 Platt, Integration and Correlation—The Treasury Proposal, 3 Tax Law Rev. 59 
(1947), hereafter cited as “Platt.” Alexandre, A Summary of the Treasury's Study on 
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that integration and correlation are desirable, but suggests that the line 
be drawn so that the income tax incidence “could be grounded, one would 
hope, in traditional concepts of taxable income and would more nearly 
reflect the common understanding of taxpayers and their counsel.” * In 
other words he would seek to accomplish the same results by leaving 
the income tax law as close to its present form as would prove reason- 
ably feasible and correlate the transfer tax along that line. In a field in 
which far wider diversity of view ° exists and in which the fundamental 
premises of the Joint Study are challenged, this disagreement as to where 
the line of tax incidence shall be drawn represents a fair measure of 
agreement upon the essentials and the desirability of drawing some con- 
sistent line. One would place less emphasis upon this issue of where the 
line should be drawn were it not for Mr. Platt’s conviction that correla- 
tion along the lines proposed in the Joint Study would destroy the inter 
vivos trust.° The differences between Mr. Platt and present income tax 
law, on the one hand, and the Joint Study income tax proposals, on the 
other, are fairly narrow in scope and would seem less catastrophic in 
result. Before dealing with this area of disagreement and indicating some 
of the considerations in favor of the proposals of the Joint Study, some 
general comments seem appropriate. 
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I 


The basic outlines of a consistent and coordinated tax structure are 
easy to understand. So natural is it to assume that if the federal gov- 
ernment says that a man has given away property, it will not also con- 
tend that the property is still his for income and estate tax purposes, that 
taxpayers frequently need explicit instruction concerning the error of 
this normal assumption. Even the sophisticates engaged in tax law share 
this feeling for consistency. A part of the thirties was spent in an effort 
to secure judicial coordination on some basis—an effort necessarily 
doomed to failure because of admitted and legislatively required incon- 
sistencies between the estate and income taxes." 


Integration and Correlation, 25 Taxes 955 (Nov. 1947) is a helpful summary, though 
as he suggests, those genuinely interested in the field should examine the Joint Study 
itself. Note, 60 Harv. L. Rev. 1120 (Sept. 1947) helps relate the Joint Study to existing 
law and decided cases. 

4 Platt at 66. 

5 The American Bankers Association opposes integration, largely on the ground that 
it discourages inter vivos gifts. Committee on Taxation, Trust Division of the American 
Bankers Association, Report Proposing Amendments to Federal Income, Estate, and Gift 
Tax Laws, 14-17 (January, 1946). 

6 Platt at 70. 

7™In 1939, the Board of Tax Appeals said: “Except in the case of gifts in contem- 
plation of death, the provisions of the statute imposing the gift tax and of the statute 
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Similarly the present substantial tax advantages of lifetime gifts 
over testamentary dispositions is not rooted in common understanding 
except to the extent that the advantages have been explained and em- 
phasized to the interested portion of the public by their advisers. The 
more normal reaction is to wonder why it should make any difference 
to the federal government whether one decides to give his property away 
during his lifetime or at death. 

Thus the fundamental premises upon which the Joint Study proceeds 
are simple and readily understandable ideas. If a man gives property 
away during his lifetime, it is no longer his; he will not be taxable on 
its income and it will not be considered his property for determining death 
taxes. Conversely if a man has sufficiently retained property so as to be 
liable for the tax on its income, he is not liable for tax on the ground 
that he has given the property away. And speaking generally, the aggre- 
gate amount of gift and estate taxes—the proposed transfer tax—will 
be the same whether the property is transferred during life or at death. 

The Joint Study demonstrates that these objectives can be achieved 
by a statute of relative simplicity. It does, however, deal with a field of 
varied and fairly complex human activities. Outright transfers cause 
little difficulty. But transfers, almost entirely by so-called living trusts, 
do create interests, rights and powers of various kinds for varying periods 
of time. The crux of the matter thus becomes the issue of when has 
property been given away for the purposes of the federal tax system. 
When has the owner of .property sufficiently disposed of it so as there- 
after to be completely rid of it for future income and death tax purposes ? 
The determination of this issue—the “drawing of the line” hereafter 
referred to—is important though not the essence of the whole proposal. 
Variations could be made in the selected line without destroying the 
coherence of an integrated and correlated system. 

Even twenty years ago, taxpayers and their counsel would not have 
assumed that a disposition of mere legal title should be controlling on 
such an issue. Transfer of legal title with retention of complete control 
of the property in a revocable trust is substantially no disposition at all. 
Reservation of less complete control may effectively retain the property 
for the apparent donor. Also an apparent transfer may not be one in a 
realistic sense if the transferor retains the benefits of the property or 


imposing the estate tax are mutually exclusive.” John S. Mack, 39 B.T.A. 220, 225 
(1939). In part Burnet v. Guggenheim, 288 U.S. 280 (1933) was relied upon, in which 
Mr. Justice Cardozo had stated that the gift and estate taxes “are plainly in pari materia.” 
Sanford v. Comm’r, 308 U.S. 39 (1939) did not ‘settle the difficulty, but Smith v. 
Shaughnessy, 318 U.S. 176 (1943) and Robinette v. Helvering, 318 U.S. 184 (1943) 
seem to mark the end of the fruitless judicial attempt to coordinate the three taxes—or 
at least estate and gift tax correlation. : 
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even the possibility of its benefits. And thirdly (this conception has 
received increasing consideration in recent years) the fact that the trans- 
fer is for a limited period of time may affect the substance of the 
transfer. By now it is clear that a short temporary allocation of income 
should not affect the donor’s income tax liability.* For a coherent future 
system, a complete or almost complete disposition of the property should 
probably be required to relieve the transferor of income tax. 

The proposal made by the Joint Study is a unified one and should be 
considered as a whole. For convenience, however, the following section 
will be devoted primarily to integration ; section III to some general com- 
ments on the income tax aspects of the proposal; and the final section to 
the specific criticisms of Mr. Platt to the line chosen for correlation. 


TAX LAW REVIEW [Vol. 3: 


II 


Everyone must of necessity ultimately dispose of his property—you 
can’t take it with you. Where fairly substantial amounts are involved, 
the present tax laws greatly benefit (by exacting less burden) those who 
make lifetime gifts as against those who dispose of their property through 
testamentary disposition. Tax planning in this field consists in major 
part of utilizing inter vivos transfers to reduce the aggregate estate and 
gift taxes payable and to split income from property for income tax pur- 
poses. In the absence of strong reasons based upon the requirements of 
our national economy or the welfare of our citizens, the impact of the 
taxes should be neutral. The great, and frequently compelling, weight of 
the tax system should not be thrown in favor of lifetime gifts rather than 
testamentary dispositions except to the extent that it is consciously desired 
to sponsor them in the national interest by this means. If one were pro- 
posing the present tax incentives in order to induce inter vivos transfers, 
he would have the burden of establishing the national interests involved 
and the extent to which his proposals would meet them. In the absence 
of any such evidence, the taxes should be as nearly neutral as possible 
so that non-tax considerations and incentives will determine whether the 
transfer should be made during lifetime or at death. 

Rudick and others have demonstrated that the estate tax involves a 


8 In Harrison v. Schaffner, 312 U.S. 579, 583 (1941), Justice Stone said, “Income which 
the donor gives away through the medium of a short term trust created for the bene- 
fit of the donee is nevertheless income taxable to the donor.” 

® Aside from the effects of the income tax, there are four major ways in which the 
present estate and gift taxes strongly favor lifetime gifts: the lower gift tax rates, 
the removal of property from what would be higher estate tax brackets to the bottom 
gift tax brackets, the separate gift tax exemption (and the exclusions) and its loss if not 
used, and the removal of the gift tax paid from the gross estate. 
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large and probably preponderant element of social policy.*® But the 
policy involved seems equally applicable to substantial lifetime gifts as 
to testamentary ones. And certainly if the policy is important as to testa- 
mentary transfers, it should be an effective policy not easily avoided. The 
gift tax itself was a mistake, and should be repealed if in fact avoidance 
(a sort of semi-bad word) of the estate tax by inter vivos transfers is 
desired. Congress passed the gift tax to prevent in some measure avoid- 
ance of estate tax.** Platt justly observes that “it was sending a small 
boy to do a man’s job.” But it can hardly be correct that the gift tax 
was passed as an expression of national policy to induce lifetime gifts 
in lieu of transfers at death. At any rate it seems clear enough that 
no reasoned or deliberate policy prescribes the exact amount of tax prefer- 
ence now given to inter vivos transfers; change in the status quo would 
not discourage gifts in any true sense by removing some of the tax incen- 
tives which greatly favor them. 

In spite of these considerations, the most important argument against 
integration is ** and undoubtedly will be, that it is against the national 
interest to “discourage” gifts. In appraising such an argument, one should 
constantly bear in mind the norm against which the “discouragement” is 
measured ; the desirability of inter vivos gifts as compared with the pres- 
ent time will be less if we remove in whole or in part “the tax subsidy now 
offered under the dual system.” ** Compared with an absence of any tax 
incentives under the proposed integrated system, there will still be some 
advantages in lifetime gifts over testamentary transfers. The proposal 
made by the Joint Study, however, comes close to its avowed objective 


10 Rudick, A Proposal For An Accessions Tax, 1 Tax L. Rev. 25 (1945). 
11 The Report of the Committee on Ways and Means (H. R. Rep. No. 708, 72nd Cong., 
Ist Sess.) stated: 


“To assist in the collection of the income and estate taxes, and prevent their avoidance 
through the splitting up of estates during the lifetime of a taxpayer, your committee 
recommends a gift tax with a maximum rate of 30 per cent.” 1939-1 (Part 2) Cum. 
Buti. 462. In the detailed discussion the report states: “In short, the design is to 
impose a tax which measurably approaches the estate tax which would have been 
payable on the donor’s death had the gifts not been made and the property given had 
constituted his estate at his death. The tax will reach gifts not reached, for one reason 
or another, by the estate tax 

“The gift tax will supplement both the estate tax and the income tax. It will tend 
to reduce the incentive to make gifts in order that distribution of future income 
from the donated property may be to a number of persons with the result that the taxes 
imposed by the oe brackets of the income tax law are avoided. It will also tend 
> sotmernee transfers for the purpose of avoiding the estate tax.” 1939-1 (Part 2) Cum. 

ULL. 


The Report of the Committee on Finance (Sen. Rep. No. 665, 72nd Cong., 1st Sess.) 
stated: “As a protection to both estate and income taxes, a gift tax is imposed.” 
1939-1 (Part 2) Cum. Butt. 504, The above comment in the detailed discussion was 
repeated. 1939-1 (Part 2) Cum. Butt. 525. 

12 See note 5 supra. 

18 Platt at 60. 
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of neutrality in this respect, though of course income tax advantages may 
result from inter vivos dispositions.** 

A somewhat related fear is that the integrated transfer tax may be 
too efficient an instrument. With high enough rates and low enough 
exemptions, Congress could be sure of getting most of a man’s property 
sometime during his life or at his death. This political issue will arise 
only if Congress believes that it should. The Joint Study disclaims any 
consideration of tax rates and exemptions. The argument based upon 
rates, however, is largely an argument against the existence of an effec- 
tive estate tax. It implies that an estate tax is tolerable if the apparent 
rates do not ordinarily have to be paid in full because of inter vivos trans- 
fers. If lower rates should be provided, it would seem desirable to have 
them explicitly considered and applied with neutrality to all dispositions 
during life and at death. 

Two other possible arguments against an integrated transfer tax are 
mentioned by Mr. Platt, but rejected as not being as persuasive as con- 
siderations in favor of it. One relates to “limited period assets.” Sup- 
pose the holder of a‘ transferable life estate gives it away, he will be 
subject to a transfer tax on its value as he would today be subject to 
a gift tax. If he had retained it and spent the annual yield, there would 
have been no property left as part of his gross estate at death. But if 
he saved the annual yield (less his income taxes) or if he sold the life 
estate and saved the proceeds, he of course has taxable property. Or if 
he kept the life estate and gave away the yield year by year he will be 
making gifts. If a man is debating whether to give away a sum of 
money or buy himself an annuity with it, we hardly think it less a gift 
because he contemplates using up the funds so that they would not be 
part of his estate.** In part the question arises because we tend to view 
the gift tax solely as an adjunct of the estate tax. And it is dramatized 
by a form of property which we are accustomed to having people spend 
and dissipate. But any property, principal or income, could be spent 
instead of being given away. 


14Leaving out income tax savings, the advantage lies in the exclusion of lifetime 
transfer tax liability and tax from the tax base except in the case of transfers within 
one year of death. There may also be an advantage in selecting the relevant valuation 
date by making an inter vivos transfer; and under some circumstances there may be 
an advantage in spreading the aggregate transfer tax payable over a period of time. 
Of course if income taxes are left entirely out of the picture, there may be an interest 
disadvantage in paying a transfer tax presently as against payment of the same sum 
in the future. The combination of these factors will ordinarily somewhat favor life- 
time gifts. 

15 Analytically, an outright gift could be viewed as the aggregate of value during 
the life of the donor, and the value of the remainder after his death. Cf. the problem 
of annuity and insurance combinations. Helvering v. Le Gierse, 312 U.S. 531 (1941). 
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The other argument deals with what must be a fairly rare fact situa- 
tion. It is assumed that substantial non-charitable gifts have been made 
to others than the widow and children; the latter suffer from the high 
rates resulting from the prior gifts and their difficulties may be aug- 
mented by depreciation of values formerly existing. They are, of course, 
substantial arguments in favor of measuring transfer and death taxes 
by the amount received by the beneficiary and with perhaps special con- 
sideration for widows or other persons in favored relationships.** Such 
a wide departure from our existing system seemed on the whole unde- 
sirable to the authors of the Joint Study. The integration proposed would 
not seem to prevent consideration of possible special treatment of both 
lifetime gifts and death transfers between spouses.** As Mr. Platt points 
out, the exemption available only at death meets the problem in part 
at least. i 

In addition to the increased tax neutrality between transfers during 
life and at death, and the greater simplicity and symmetry of a consistent, 
unified system, integration would achieve a notable improvement in the 
law by removing the necessity for determining whether a transfer is in 
contemplation of death.** Under the integration proposed, the tax differ- 
ences between lifetime transfers and those at death relate to the time of 
payment of the tax and the date for valuation of the property. These 
differences do not require the protection of a concept dependent on the 
motives of the transferor. There is a further difference in that transfer 
tax paid during life does not become part of the tax base. However, all 
transfers made within the calendar year of death are included as transfers 
at death, and the transfer taxes due on transfers made in the preceding 
calendar year within a year of death are disallowed as a deduction or 
added to the gross estate, as the case may be.*® 

The proposed system also reduces valuation to a minimum by its postu- 


16 Rudick, A Proposal For An Accessions Tax, 1 Tax L. Rev. 25 (1945). 

17 The Joint Study recommends the present estate and gift tax provisions governing 
community property be retained under the transfer tax. If, however, such provisions 
are to be repealed, three of the members of the Advisory Committee joined in a com- 
mittee report approved by the American Bar Association to exempt half of the outright 
gifts to spouses from gift and estate taxes in common law states. This treatment is also 
recommended by the Special Tax Study Committee to the Committee on Ways and 
Means. Report at 30. 

18 See Atlas, Analysis of the Principles Underlying the Concept of Contemplation of 
Death, N. Y. U. Fourta ANNUAL INSTITUTE ON FEDERAL TAXATION 8 (1946), which 
contains a summary of five years’ litigation on this issue. The testimony of Paul that 
the provision “is productive of litigation but not of revenue” is referred to. Statement 
of Randolph E. Paul, Hearings before the Committee on Ways and Means, Revenue 
Revision of 1942, at 9. 

19 It would seem unlikely that Heiner v. Donnan, 285 U.S. 312 (1932) has sufficient 
vitality to invalidate such a provision in the context of unified transfer tax. 
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late that property is either given away or not given away. In other words 
the entire property is valued when the gift has become complete; prior 
to that time, generally no transfer tax is payable. 


III 


A premise of correlation is that a completed transfer relieves the trans- 
feror of income tax on the property. The determination of the line 
between complete and incomplete transfers thus has important income 
tax consequences. In general the Joint Study would require that the 
donor must really part with the entire property before he is relieved of 
the income tax burden connected with it. 

All would agree that certain dispositions are too insubstantial to war- 
rant a shift in income tax liability :—the revocable trust, the trust where 
the donor may obtain the income, the trust for the payment of insurance 
premiums. There is sufficient familiarity with the concepts of sections 
166 and 167 so that there is nothing surprising in continuing income tax 
liability in such cases. And even in the more debatable field of section 
22(a), there would doubtless be fairly general agreement on the very 
short term trust and the trust in which the donor has power of disposi- 
tion of income or principal though not the power of recapture. Many of 
the lines on which these present distinctions rest are debatable and unclear. 
Others have too little to recommend them as sufficient grounds of dis- 
tinction between otherwise like cases. One of the latter is the adverse 
interest concept which the Joint Study‘suggests be eliminated for income 
and gift tax purposes. The other major change in income tax liability 
of the grantors of trusts is the suggested liability where the grantor 
has a reversion or a contingent right to the property which cannot be 
defeated in his lifetime. Detailed discussion of Mr. Platt’s criticism of 
the latter changes is reserved for the next section. Certain general back- 
ground of the suggested line of demarcation should first be mentioned. 

The concepts with which we are primarily concerned may in one sense 
be dated from 1940. It was in that year that the Court decided the 
Clifford,”® and Hallock ** cases. Of course, the principles applied by the 
Court in those decisions did not spring into existence during the year 
1940. It had been increasingly evident for some time that a person might 
be in substance the owner of property and taxable upon its income even 
though under the applicable local law he was not entitled to the income 
for the current year. At least since Burnett v. Wells ** it had been estab- 


20 Helvering v. Clifford, 309 U.S. 331 (1940). 
21 Helvering v. Hallock, 309 U.S. 106 (1940). 
22 289 U.S. 670 (1933). 
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lished that this was true as a matter of constitutional principle, whatever 
the correct meaning of the income tax statute. If modern history in this 
connection begins in 1940, medieval history began ten years earlier with 
Holmes’ opinions in Corliss v. Bowers,” and Lucas v. Earl.** As late as 
1930 it could be seriously argued before our highest court that it was un- 
constitutional to tax the income of a revocable trust to the grantor because 
we would then be taxing to A not his own income but the income of B. 

No adequate review of the development of the fairly sophisticated 
modern notions of the extent to which the trust device will successfully 
split income for tax purposes could be presented here. The foregoing 
bits of that history are mentioned largely as a caution against placing too 
great reliance upon the concepts of permissible taxation as they exist 
at a particular point in time. Some of the pressure on the problems would 
undoubtedly be removed if the widespread recommendations, including 
the one in the Joint Study, for income splitting between husbands and 
wives were adopted. But the effect of surtax rate schedules should not 
be undermined by gifts in which the donor retains substantial possibilities 
of benefit, in short, has not parted with the property completely or nearly 
so. 

The relation of transfers to our system of progressive taxation is 
obviously important. In one aspect the meaning of whatever line is pitched 
upon as determining income tax consequences relates to the rate of sur- 
tax which particular dollars of income will bear. For a moment let us 
view the income tax as a levy in rem. Let us imagine that the liability 
attaches to net income dollars themselves rather than to a particular indi- 
vidual as taxpayer, measured by the amount of his statutory net income. 
If a portion of each net income dollar is to go to the Government and if 
the tax is to be a graduated income tax of the general sort to which we 
are accustomed, a vital question concerns what other dollars one looks to 
in ascertaining the appropriate surtax rate. If the apportionment proposed 
by the Joint Study were a perfect instrument, one could view not the 
grantor, but rather the income itself as being ultimately liable for the 
tax, the rate to be measured by aggregation with the grantor’s other 
income, the trust’s other income, or the beneficiary’s other income, as the 
case might be. Though a very promising beginning, the apportionment 
suggestion is admittedly not a perfect instrument, so that one cannot for- 
get that the matter concerns the locus of tax liability as well as the measure 


28 281 U.S. 376 (1930). 

24281 U.S. 111 (1930). It is also interesting that Klein v. United States, 283 U.S. 
231 (1931) was decided in an opinion by Justice Sutherland in the year following the 
Holmes landmarks, and formed the foundation on which the Hallock opinion rested nearly 
ten years later. 
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of the amount of tax.** But by and large in most situations the really vital 
issue, from the point of view of both taxpayer and Government, is the 
measure of the amount of tax liability. 


IV 


Mr. Platt agrees with the Joint Study that it is desirable that the 
incidence of the transfer and income taxes should depend upon the same 
criteria so that the two are correlated. He agrees that a line should be 
drawn somewhere that is applicable to both sets of taxes, but suggests that 
more transfers should be considered complete (or at least partially com- 
plete) so that income tax liability shifts away from the grantor. He urges 
that the correlation should be ‘on a basis consistent with our present con- 
cepts of taxable income.” *° He thinks that the authors of the Joint Study 
have pursued their objects with commendable logic, but with such dis- 
regard of realism and such relentless consistency as to propose a system 
which will insure the disappearance of the inter vivos trust as a legal 
device. The basic charge is that the statute proposed by the Joint Study 
would “be out of line with the common understanding of taxpayers.” *’ 

Mr. Platt also objects to the failure to correlate powers of disposition 
to persons other than the grantor along the lines of paragraph (d) of the 
Clifford Regulations.** He does not oppose the elimination of the adverse 
interest rule; but he strongly objects to the elimination of separate treat- 
ment of powers of this character held by an independent trustee. 

These are sensible criticisms, but not necessarily persuasive. Let us 
deal first with the problem of reversions—the long-term, short-term issue. 
At first blush, it seems anomalous to say that if I have given away a life 
estate, the property is still mine for tax purposes. No transfer tax has 
been incurred, and the income tax is still mine, or, at the least, measured 
by my surtax rates. This is not in accord with the present common 
understanding of the present law by taxpayers and their counsel. None- 
theless it is a reasonable provision sensibly implementing the proposed 
integration and correlation. Present law in this regard is of so recent 
development that change is not precluded by deeply embedded notions 


25 One of the central problems of apportionment or recovery of income tax with respect 
to that portion of the grantor’s income committed by trust for the benefit of another, 
is this very problem of the applicable rate. Equitably the recovery should not be 
limited to the rate of tax on the income as if it were taxable to the trustee; but keying 
the recovery to the grantor’s rates presents some real practical difficulties. The sug- 
gested division of the right of recovery into two parts by the Joint Study should 
facilitate the development of appropriate procedural safeguards and limitations. 

26 Platt at 70. 
27 Platt at 66. 
28 Platt at 63. 
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of the impact of the tax system. Entrapment in the form of unsuspected 
income tax liability will be rare and generally remediable. In spite of 
the large numbers of existing living trusts and the importance of the 
possibility of their future use, we should remember that we are 
dealing with a specialized branch of the tax law in which today expert 
knowledge and advice are an absolute essential. There are many ques- 
tions affecting the tax returns of our 40-odd million taxpayers which turn 
largely upon the taxpayer’s untutored understanding concerning the 
requirement his government is making of him. We should be solicitous 
that we do not so refine the tax system that the ordinary taxpayer who 
is surrendering, let us say, one-tenth of his $3,000 salary to his federal 
government is not in a position to understand generally what is required 
and perhaps something about why. We are here dealing with a small 
segment of the relatively wealthy taxpayers who already are required 
to have expert advice in connection with existing or proposed inter vivos 
trusts. That is not to say, of course, that there is merit in making any 
portion of the tax law needlessly complex or avoidably at variance with 
the reasonable interpretations that are apt to be put upon it by the ordi- 
nary taxpayer, large or small. 

Clearly the transfer of property for some limited period of time should 
not affect taxable income. General agreement would probably be obtained 
as to periods of a month or a year and probably up to five years. The 
present Regulations, which have been charged with going beyond the 
decided cases,*° draw the line at ten years. Any such line partakes neces- 
sarily of the arbitrary. No one believes that a transferor who has parted 
with property for a day less than ten years is in the same position as the 
absolute owner of property; or that one who has disposed of property 
for one day longer has necessarily ceased to be “in substance” or “in 
reality” the owner of property for tax purposes. The specification of any 
reasonably short period is apt to create serious problems by the multiplica- 
tion of arrangements for that period of time—the Joint Study cites the 
unsatisfactory experience the English have had with a six year period. 
On the other hand, if the period selected is long enough to assure that it 
will rarely be used for temporary reallocations of income for tax purposes, 
it will necessarily approach a requirement that the property be completely 
given away. 

29 The Special Tax Study Committee to the Committee on Ways and Means recom- 
mends a five year dividing line. Report at 13. 

80 Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule, 2 Tax L. 
Rev. 7 (1946) ; see Eisenstein, The Clifford Regulations and the Heavenly City of Legis- 


lative Intention, 2 Tax L. Rev. 327 (1947); Pavenstedt, A Reply, 2 Tax L. Rev. 476 
(1947) and Pavenstedt, Supplemental Reply, 2 Tax L. Rev. 569 (1947). 
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Though it would not be impossible to correlate transfer taxes and income 
taxes on the assumption that transfers for longer than, say, ten years 
shifted the tax burden, the resulting statute would be far more complex 
and difficult of application. The general concept that property is either 
all given away or not given away would be abandoned. Death taxes would 
be due on property for which the decedent was not liable for income 
tax. Valuation problems avoided in the proposal of the Joint Study would 
arise—and could hardly be solved on the basis Mr. Platt suggests. For 
example, property is transferred to pay the income to a son for 20 years. 
Let us assume that the value of the term is 55% of the value of the prop- 
erty and the reversion 45% at the time of the transfer. The day before 
the expiration of the term the transferor dies. The value of his reversion, 
as of that time, is approximately the full value of the property. The 
value of the previous transfer should not be subtracted any more than 
it should under present law. There are two points in time at which valua- 
tion is relevant, and the interests should be valued at both times. 

This all or nothing idea of a transfer—‘“single shot” if you will—is 
important to the kind of integration proposed. True, the proposal is not 
entirely pristine in its purity in that insurance may involve partial trans- 
fers later completed (and in some instances completed transfers may leave 
income tax payable by the transferor on sums paid to support his depen- 
dents or to pay his life insurance premiums or if he borrows from the trust 
or buys its assets for inadequate consideration). One should note that the 
insurance case is a rather special one not involving property producing an 
annual return and a probability of income tax. Though a kind of correla- 
tion could exist without the concept of a complete gift of the entire prop- 
erty at a given moment in time, it would necessarily be something less than 
full integration and correlation. This fact arises from the diverse natures 
of the taxes being correlated. The existing gift and estate taxes—and the 
proposed transfer tax—measure tax liability at a single moment in time. 
The income tax measures liability by the return from property during dis- 
crete periods of time—the annual accounting periods. If a man doesn’t 
give away the property (or an interest in the whole measured by a fraction, 
say one-half), but gives an interest in the property measured by time, say 
a life estate, neither integration nor correlation fully results if we cannot 
decide whether he has given it away for tax purposes. Neither the payment 
of a lifetime transfer tax nor lack of liability for income tax would remove 
the property from liability for death duty at a new valuation on a new date. 

Under the proposal of the Joint Study, the choice will rest with the 
taxpayer. He may give away the property for all time, retaining no more 
than the right to its return in the event of the failure of the line of 
beneficiaries selected to receive it or in some other event not dependent on 
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the transferor’s life ; ** he will become liable for the transfer tax and cease 
to be liable for tax upon income from the property. He may give less 
than the whole property in terms of future time; in such case, he has not 
incurred transfer tax liability and has not removed the income from his 
taxable income. If consciously or inadvertently, he has retained a rever- 
sion preventing a complete transfer, he may change both the transfer 
tax and income tax results by transferring the reversion. 

It seems probable that the broad outlines of such integration and cor- 
relation would be more readily understood by taxpayers than today's 
hybrid system. In general they would catch the idea that if property is 
given away in trust or otherwise, they will have a transfer tax at that 
time but no more income tax and no tax at death; but the property must 
be entirely parted with to be considered given away for tax purposes. 
Admittedly it would be hard to persuade anyone that in creating a life 
estate, he had not made‘a gift. The fact is otherwise. But it would also 
be hard to persuade him that in creating a nine year term he had not 
made a gift. If in any event we will have a line that says that certain 
gifts are not completed transfers for tax purposes, clarity rather than 
misunderstanding is apt to result from the concept that a complete transfer 
or none at all is made for tax purposes. 

It would seem unlikely that the differences between the views of 
Mr. Platt and those expressed by the Joint Study could have very serious 
consequences on the use of living trusts. One does not have to adopt a 
cosmic point of view to believe that the issue does not affect too many 
dispositions not primarily induced by tax motives. The difference relates 
to those trusts which have disposed of income for ten years or more but 
have not disposed of the entire property, and in which the retained rever- 
sion or Hallock type of right is of real importance to the grantor. Under 
present law a grantor who is giving away by trust the substantial interests 
in property (usually paying a gift tax thereon) will be anxious to make 
sure that he has not retained Hallock rights which will leave the property 
subject to estate tax. For estate tax reasons, if for no other, he ordinarily 
will not retain the reversion or possibility of reversion after a life estate 
viewed as substantial. In the cases in which such factors are not operative, 
there is at least sometimes a decided element of income splitting: why not 
allocate a part of one’s property to meet a particular category of outlay 
at less income tax cost? Trusts, of course, are of all kinds, and one 
cannot be too sure of the number that would in the past and future be 
involved in this area. However, it seems unlikely that any substantial por- 


81 The so-called Biddle rule (3 T.C. 832) recognized in the present regulations. Reg. 
105, Sec. 81.17. . 
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tion of them would be of such a character that it was not feasible to avoid 
undesired income tax consequences by transfer of the reversion involved. 

In some respects Mr. Platt’s other major criticism is more serious 
because it relates to the flexibility of trusts. He argues that an indepen- 
dent trustee should be given “considerably more latitude than is allowed 
by subsection (h) in the accumulation and apportionment of income and 
the invasion of corpus for and among the members of a class, particularly 
so when his discretion is subject to an objective standard enforcible in 
equity.” *? The issue is a troublesome one at best. Though there is reason 
to believe that taxes have played a part in causing the use of dispositions 
which can be rearranged, nonetheless they are by no means the sole ele- 
ment in the desire for flexibility. Most lawyers have had experience with 
an inflexible arrangement, usually created by will, that seems unsatisfac- 
tory in the conditions which have developed. On the other hand, it seems 
a somewhat fruitless and formal sort of law which says that certain kinds 
of control over who shall enjoy the property shall entail certain tax 
consequences, but the substance of the same kind of control in a dif- 
ferent form shall have different tax consequences. Perhaps this issue 
can never be wholly resolved. The donee of an outright gift may be 
entirely willing to comply fully with the donor’s wishes concerning the 
property though there is not the least legal requirement that he do so. 
Certain husband-and-wife transfers may fall into such a category. Vari- 
ous elements of real control over the property through trusteeship and 
through direction of the corporation whose securities are the corpus of 
the trust are not included as elements determining tax under the proposal. 
The right to say (or what is more to the point, have someone else say) 
who shall enjoy the property was viewed as more important. 

The Joint Study proposes that a power in another to alter the beneficial 
dispositions after the death of the grantor is immaterial. During his life- 
time it is immaterial if the power is merely to distribute or accumulate 
income for a current income beneficiary or to apply any portion of the 
property for the benefit of the current income beneficiary of such por- 
tion. The power to allocate receipts between corpus and income is not 
treated as a power to change the beneficial dispositions. The power in 
another to change the beneficial dispositions by will does not affect the 
transferor’s liability.** 


82 Platt at 63. 
88 The relevant provisions of the proposed statute read: 


“Section 166. INcomME TAXABLE TO TRANSFEROR: 

The income of property transferred by trust or otherwise, except property transferred 
to the transferor and any other person as joint tenants or as tenants by the entirety, shall, 
except as otherwise provided in section 167, be included in computing the net income of 
the transferor where— yee 

(a) Revocable and Similar Transfers—The beneficial disposition of the property or 
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Mr. Platt apparently agrees that the grantor should not‘ have greater 
control over the disposition of the property; nor should one who may well 
be the nominee of the grantor. Something like this conclusion is bound 
to follow if the power to dispose of property (even though the grantor 
cannot take it himself and is circumscribed in his choice of disposition to 
a small designated class) is treated for tax purposes as tantamount to 
ownership, and the adverse interest concept is discarded as unreal. It is 
urged, however, that an independent trustee should be given wider lati- 
tude during the lifetime of the transferor. Judgments could well vary on 
such a point, but the following factors in support of the conclusion of the 
Joint Study should be given considerable weight. The concept of inde- 
pendent trustee is extremely difficult to define; perhaps experience with 
the distinctions now made in the Clifford regulations ** will shed light on 
the soundness of a particular line of demarcation. A distinction excluding 
in effect all but trust companies may create discriminations and conflict- 
ing pressures as between individual and corporate trustees. “An objec- 
tive standard enforcible in equity” has its own difficulties, and is not 
without the possibility of misuse. If the prescribed conditions are ade- 
quate reasonably to prevent the transferor from indirectly controlling the 
disposition of the property, then the resultant increase in flexibility would 
not be great. The need for shift of the property from one beneficiary to 
another is apt to be less during the lifetime of the transferor than after 
his death or in connection with testamentary trusts. And finally, a broad 
power to rearrange the dispositions among beneficiaries (as distinguished 
from the power to invade corpus in favor of an income beneficiary of 
that part of the corpus), given to an independent person outside the 
family, does not appear to have been one of the elements of flexibility 
traditionally sought in trusts. 

Mr. Platt’s other comments deal with matters which are less far- 
reaching. It is suggested that much more frequently than now, trusts 
the income therefrom (except in the case of a transfer for the purposes and in the 
manner specified in section 23 (0), relating to the so-called ‘charitable contribution’ 
deduction) is subject to any change through the exercise, by the transferor during his 
lifetime or by will, or by any other person during the lifetime of the transferor, of a 
power to alter, amend, revoke, or terminate, or such a power may arise during the life- 
time of the transferor : 

(h) Exceptions—Subsection (a) shall not apply to a power merely to distribute or 
apply income to or for a current income beneficiary or to accumulate such income for 
him, a power merely to distribute or apply any portion of the property to or for the 
benefit of the current income beneficiary of such portion, or a combination of such 
powers. Subsections (a), (c) (d) and (e) shall not apply to a power exercisable solely 
by will by a person other than the transferor.” 

84 The amendments of Reg. 111, Sec. 29.22 (a)-21, including (d)(3) and (4) were 
made June 30, 1947, effective August 4, 1947. The line between an “unrelated and non- 
subordinate trustee” and a “related or subordinate” one is necessarily complex, and like 
other lines, necessarily somewhat arbitrary. 
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will exist with the grantor taxable on the annual income distributed to 
another person. Generally the transferor will be able to control the tax 
consequences, and in many cases, at least, will determine to complete 
the transfer of the entire property. In other cases when the transferor 
avails himself of the right to claim the income tax from the trust, the 
net annual transfer to the beneficiary would be the amount remaining 
after payment of the tax. This is entirely consistent with the result that 
would obtain if the grantor used the income from a particular part of 
his property (either gross or after charging it with its share of his 
income tax) to make annual gifts. 

It is also suggested that the Joint Study might have come to the oppo- 
site conclusion on insurance and support trusts. If one assumes the reten- 
tion of the principles of section 167(c) and the Tax Court rule as to 
insurance, no solution is completely logical. The one adopted by the 
Joint Study is largely present gift and income tax law, and doubtless was 
influenced by the comparatively recent legislative action in effect over- 
ruling the Stuart *° decision. 


- 


CoNCLUSION 


It is to be hoped that the solid merit of the central ideas of the Joint 
Study will not be lost sight of in controversies as to the desirability of 
particular solutions of special problems, however important. Though the 
report embodies less complete respect than Mr. Platt suggests for the 
income tax dividing lines now existing, it builds on the history of our 
tax laws and involves no wide departure: from the basic concepts hereto- 
fore used. There are, of course, suggested changes, largely desirable to 
achieve the coherence proposed. The principles of a unified transfer tax 
under which property is either given away for all tax purposes or not 
given away, results in a considerable simplification compared with present 
law. Difficulties will not wholly disappear, but approximate neutral- 
ity between lifetime and death transfers, elimination of contemplation of 
death problems, and increase of both predictability and consistency in tax 
incidence, would be no mean achievements. 


85 Helvering v. Stuart, 317 U.S. 154 (1942); the Revenue Act of 1943 added section 
167(c) to the Code to change the rule. 














A Case Method Restatement Of The New 
Clifford Regulations 


MAURICE ALEXANDRE 


Fur those who derive enjoyment from wrangling about the validity 
or equity of the Clifford regulations,’ there are enough articles on the 
subject to suit all tastes, both right and left of center. At dead center, 
however, there are doubtless a few tired souls who, with an exasperated 
“plague on both your houses,” desire only to be able to respond to ques- 
tions of their “Clifford” clients with something more than an “iffy” 
answer. For these persons the Clifford regulations were written; and 
to them, this paper is dedicated. 

Perhaps it would be more accurate to refer to this effort as merely a 
series of illustrations rather than as a paper. No attempt has been made 
herein to discuss the regulations in the traditional manner of law review 
articles. Instead, the desire has been to present a number of brief examples 
of various types of transfers in trust and to indicate the tax status of the 
income from such trusts under the regulations. Of course, the conclu- 
sions indicated represent only the author’s personal views. They may or 
may not coincide with those of the Treasury Department. 


I 


SEcTION 29.22(a)-21. Trust IncoME TAXABLE TO THE GRANTOR 
AS SUBSTANTIAL OWNER THEREOF. 


Paragraph (a) of section 29.22(a)-—21 consists of an introduction to 
that section. It states: 


(a) Introduction —Income of a trust is taxable to the grantor under sec- 
tion 22(a) although not payable to the grantor himself and not to be applied 
in satisfaction of his legal obligations if he has retained a control of the trust 
so complete that he is still in practical effect the owner of its income. 
Helvering v. Clifford, 309 U.S. 331. In the absence of precise guides supplied 
by an appropriate regulation, the application of this principle to varying and 
diversified factual situations has led to considerable uncertainty and confusion. 


Maurice ALEXANDRE (LL.B. New York University) is Senior Attorney, Office of Tax 
Legislative Counsel, United States Treasury Department; Attorney, Office of Price 
Administration, 1942-1945; author, The Corporate Counterpart of the Family Partner- 
ship, 2 Tax L. Rev. 493 (1947), and other articles in legal publications. 

1 Reg. 111, Sec. 29.22(a)-21 and 29.22(a)-22 (T.D. 5488, 1946-1 Cum. Butt. 19, as 
amended by T.D. 5567, 12 Fen. Rec. 4395 (1947)). 
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The provisions of this section accordingly resolve the present difficulties of 
application by defining and specifying those factors which demonstrate the 
retention by the grantor of such complete control of the trust that he is tax- 
able on the income therefrom under section 22(a). Such factors are set forth 
in general in paragraph (b) and in detail in paragraphs (c), (d) and (e), 
below. 


This preamble is self-explanatory and requires no further comment. 
Paragraph (b) of section 29.22(a)-—21 contains an outline of the section 
and need not be set forth here. 


TERM TRUSTS 


(c) Reversionary interest after a relatively short term.—Income of a trust 
is taxable to the grantor where the grantor has a reversionary interest in the 
corpus or the income therefrom which will or may reasonably be expected 
to take effect in possession or enjoyment— 


(1) within 10 years commencing with the date of the transfer, or 

(2) within 15 years commencing with the date of the transfer if the 
income is or may be payable to a beneficiary other than a donee described 
in section 23(0) and if any one or more of the following powers of 
administration over the trust corpus or income are exercisable solely 
by the grantor, or spouse (living with the grantor, and not having a sub- 
stantial adverse interest in the corpus or income of the trust), or both, 
whether or not exercisable as trustee: a power to vote or direct the 
voting of stock or other securities, a power to control the investment of 
the trust funds either by directing investments or reinvestments or by 
vetoing proposed investments or reinvestments, and a power to reacquire 
the trust corpus by substituting other property, whether or not of an 
equivalent value. 


Where the grantor’s reversionary interest is to take effect in possession 
or enjoyment by reason of some event other than the expiration of a specific 
term of years, the trust income is nevertheless attributable to him if such 
event is the practical equivalent of the expiration of a period less than 10 or 
15 years, as the case may be. For example, a grantor is taxable on the income 
of a trust if the corpus is to return to him or his estate on the graduation 
from college or prior death of his son, who is 18 years of age at the date 
of the transfer in trust. Trust income is, however, not attributable to the 
grantor where such reversionary interest is to take effect in possession or 
enjoyment at the death of the person or persons to whom the income is 
payable. 

In general, a reversionary interest may reasonably be expected to take 
effect in possession or enjoyment within 10 or 15 years, as the case may be, 
where the corpus or the income therefrom is to be reacquired if the grantor 
survives any stated contingency which is of an insubstantial character. Thus, 
the grantor is taxable where the trust income is to be paid to the grantor’s 
wife for three years, and the corpus is then to be returned to the grantor if 
he survives such period, or to be paid to the grantor’s wife if he is already 
deceased. 

Any postponement of the date specified for the reacquisition of possession 
or enjoyment of the reversionary interest is considered a new transfer in 
trust commencing with the date on which the postponement is effected and 
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terminating with the date prescribed by the postponement. But income for 
any period shall not be taxable to the grantor by reason of the preceding 
sentence if such income would not be taxable to him in the absence of such 
postponement. 

Example. A places property in trust for the benefit of his son B. Upon 
the expiration of 12 years or the earlier death of B the property is to be 
paid over to A or his estate. Neither A nor his wife has any power of admin- 
istration over the trust corpus or income. After the expiration of nine years 
A extends the term of the trust for an additional two years. A is considered 
to have made a new transfer in trust for a term of five years. He is not 
taxable on the income for the first three years of such term because he would 
not be taxable thereon if the term of the trust had not been extended. A 
is taxable, however, on the income for the remaining two years. 


Illustrations 


1. Trust created January 1, 1948. Income to the grantor’s wife to 
December 31, 1957; reversion to the grantor on that day. Grantor taxable, 
since the reversion will take effect in possession or enjoyment within ten 
years. 

2. Trust created January 1, 1948. Income to the grantor’s wife through 
December 31, 1957 ; reversion to the grantor on January 1, 1958. Grantor 
not taxable, since the property will not revert within ten years. 

3. Income to charity for nine years, reversion to the grantor. Grantor 
taxable. The fact that the beneficiary is a charity is irrelevant under 
paragraph (c) (1) of the regulations. 

4. Income to X for nine years, reversion to the grantor. Grantor 
taxable. The fact that the beneficiary is not related to the grantor is 
immaterial. 

5. Income to the grantor’s grandfather for life, reversion to the 
grantor. Grantor not taxable even though grandfather’s life expectancy 
is less than ten years. 

6. Income to the grantor’s grandfather for nine years, reversion to the 
grantor. Grantor taxable even though grandfather’s life expectancy is 
nine years. Conceivably, however, the trust may be deemed to amount 
to a life estate in grandfather. 

7. Income to the grantor’s wife during grandfather’s life, reversion to 
the grantor. Grantor taxable if grandfather’s life expectancy is less than 
ten years. Even if grandfather lives longer than ten years, liability 
continues. 

8. Income to the grantor’s eighteen year old son until his graduation 
from college, reversion to the grantor. Grantor taxable, since the property 
may reasonably be expected to revert to him within ten years. 

9. Income to the grantor’s wife for three years, reversion to the grantor 
if living at the end of three years; if not, to.named remaindermen. 
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Grantor taxable. The property may reasonably be expected to revert to 
him since it is likely that he will be living at the termination of the trust. 

10. Income to the grantor’s wife for nine years, reversion to the grantor 
if he is living; if not, to others. Grantor probably taxable, if his life 
expectancy is more than nine years, since it seems reasonable to expect 
that he will reacquire the property. 

11. On January 1, 1948, the grantor creates a trust providing for pay- 
ment of the income to his wife for twelve years. After the expiration of 
nine years, in 1957, the grantor extends the term of the trust an additional 
two years. The grantor is considered to have created a new trust for five 
years. Grantor taxable, however, only during the last two years of the 
extended trust, 1960 and 1961, since he would not have been taxable 
during the preceding three years, 1957, 1958 and 1959, if the term had 
not been extended. 

12. Income to the grantor’s wife for fourteen years. The grantor’s 
wife may vote the stock in trust. Grantor not taxable. Even though the 
property will revert to the grantor within fifteen years and the grantor’s 
wife may vote the stock, she has a substantial adverse interest. If the 
power were exercisable by a person other than the wife, whether or not as 
trustee, the grantor would be taxable. 

13. Income to charity for twelve years. The grantor may direct in- 
vestments by the trust. Grantor not taxable, since the beneficiary is a 
donee described in section 23(0) of the Code. 
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Power TO ControL BENEFICIAL ENJOYMENT 


In General. 


(d) Power to determine or control beneficial enjoyment of income or 
corpus.—Income of a trust is taxable to the grantor where, whatever the 
duration of the trust, the beneficial enjoyment of the corpus or the income 
therefrom is subject to a power of disposition (except as provided in section 
167(c) and as hereafter provided in subparagraphs (1) to (4), inclusive), 
whether by revocation, alteration, or otherwise, exercisable (in any capacity 
and regardless of whether such exercise is subject to a precedent giving of 
notice or is limited to some future date) by the grantor, or any person not 
having a substantial adverse interest in the beneficial enjoyment of the corpus 
or income, whichever is subject to the power, or both. The grantor is not 
taxable, however, if the power, whether exercisable with respect to corpus 
or income, may only affect the beneficial enjoyment of the income for a period 
commencing 10 years from the date of the transfer (or 15 years where any 
power of administration specified in paragraph (c) is exercisable solely by 
the grantor, or spouse living with the grantor and not having a substantial 
adverse interest, or both, whether or not as trustee). For example, if a trust 
created on January 1, 1940 provides for the payment of income to the 
grantor’s wife, and the grantor does not reserve any such administrative power 
but reserves the power to substitute other beneficiaries in lieu of his wife on 
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or after January 1, 1950, the grantor is not taxable on the trust income for 
the period prior to January 1, 1950. But the income will be attributable to 
the grantor for the period beginning on such date unless the power is relin- 
quished. If the beginning of such period is postponed, such postponement is 
considered a new transfer in trust commencing with the date on which the 
postponement is effected and terminating with the date prescribed by the 
postponement. But income for any period shall not be taxable to the grantor 
by reason of the preceding sentence if such income would not be taxable to 
him in the absence of such postponement. Where the income affected by the 
power is for a period beginning by reason of some event other than the 
expiration of a specific term of years, the grantor will be taxable if such event 
is the practical equivalent of the expiration of a period less than 10 or 15 
years, as the case may be, in accordance with the criteria stated in para- 


graph (c). 
Illustrations 


14. Income to the grantor’s wife for life, remainder to his children. 
The grantor may change any of the beneficiaries. Grantor taxable, regard- 
less of whether or not the power is held as trustee. 

15. Income to the grantor’s wife for life, remainder to his son. The 
grantor reserves the power to give the remainder to his daughter. Grantor 
not taxable. If the grantor had retained the reversion after his wife’s 
death, he would not have been taxable. Cf. Illustration 5. His reserved 
power is a lesser interest than the reversion. If the income were payable 
to the wife for less than ten years, the grantor would be taxable by rea- 
son of his power. 

16. Income to the grantor’s wife for five years, remainder equally to 
his son and daughter. The son has the power to alter the distribution of 
the remainder. Grantor not taxable, since the son’s interest is substantially 
adverse to the exercise of the power against his own interests. 

17. Income to the grantor’s wife for life, remainder equally to his 
son and daughter. The son has the power to direct the payment of one- 
half of the income to his sister. Grantor taxable. Although the son is a 
remainderman, his interest is not substantially adverse to the exercise of 
his power. 

18. Income to the grantor’s wife for life, remainder to his son. The 
grantor as trustee may use so much of the income as may be necessary for 
the support of his son during the latter’s minority. None of the income 
is so used. Grantor taxable. While section 167(c) of the Code would 
prevent imposition of tax upon the grantor because the power to use 
the income for the support of the son was not in fact exercised, the grantor 
is nevertheless taxable under section 22(a) and paragraph (d) of the 
regulations because the mere existence of the power enables the grantor 
to deprive his wife of the income. 
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19. Income to the grantor’s wife for five years, remainder equally to 
his two sons. The grantor reserves the power to give the entire remainder 
to his daughter at any time after he has given notice to his sons. Grantor 
taxable upon the trust income for the entire year even though he fails 
to give such notice. 

20. The facts are the same as in example 19, except that the change in 
enjoyment of the corpus will not become effective until 90 days after the 
power is exercised. Grantor taxable even though the 90th day occurs in 
a year subsequent to the taxable year in which the power is exercised. 

21. On January 1, 1940, the grantor created a trust providing for pay- 
ment of the income to his wife, but reserving the right to substitute other 
beneficiaries in her place on or after January 1, 1950. Grantor not taxable 
until 1950, since the power may affect the beneficial enjoyment of the in- 
come only for 1950 and subsequent years. 





Power to Appoint Solely by Will. 


The foregoing provisions of this paragraph shall not apply to any one or 
more of the following powers : 

(1) a power exercisable only by will, other than a power in the grantor 
to appoint the income of the trust where the income is accumulated for 
such disposition by the grantor, or may be so accumulated in the discre- 
tion of the grantor, or any person not having a substantial adverse inter- 
est in the disposition of such income, or both. For example, if a trust 
provides that the income is to be accumulated during the grantor’s life 
and that the grantor may appoint the accumulated income by will, the 
grantor is taxable on the trust income ;. 


Illustrations 


22. Income to the grantor’s wife for life, remainder in equal shares 
to his children. The grantor’s wife may alter the distribution of the 
remainder interest by will. Grantor not taxable under paragraph (d) (1), 
because the power is exercisable solely by will. 

23. Accumulate income during the grantor’s life, the accumulations 
to be appointed by will by the grantor. Grantor taxable. Since the power 
to appoint is exercisable by the grantor, paragraph (d) (1) does not apply. 


Charitable Beneficiaries. 


The foregoing provisions of this paragraph shall not apply to any one or 
more of the following powers: 


(2) a power to determine the beneficial enjoyment of the corpus or 
the income therefrom if such corpus or income, as the case may be, is 
irrevocably payable for the purposes and in the manner specified in sec- 
tion 23(0) ; 
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Illustrations 


24. Income to the grantor’s wife for five years, remainder to a named 
charity. The grantor reserves the power to substitute another charity in 
lieu of the one named in the trust instrument. Grantor not taxable since the 
property is irrevocably payable for the purposes and in the manner speci- 
fied in section 23(0) of the Code, as provided in paragraph (d) (2). 


Powers Over Income and Corpus Exercisable by “Independent” Trustees. 


The foregoing provisions of this paragraph shall not apply to any one or 
more of the following powers: 


(3) If (i) the power is exercisable by a trustee or trustees, none of 
whom is the grantor, spouse living with the grantor, or a related or 
subordinate trustee of the type and under all the conditions referred to 
in subparagraph (4) (ii), and (ii) the exercise of the power is not 
subject to the approval or consent of any person other than such trustee 
or trustees, this paragraph shall not apply to a power— 


(a) to distribute, apportion, or accumulate income to or for a 
beneficiary or beneficiaries, or to, for, or within a class of bene- 
ficiaries, 

(b) to pay out corpus to or for a beneficiary or beneficiaries 
or to or for a class of beneficiaries (whether or not income 
beneficiaries). 

The powers herein described include all the powers described in sub- 
paragraph (4), since the latter powers are more limited than those 
herein described. 


Illustrations 


25. Income to the grantor’s wife for her life, remainder to his son 
John. The trustee, a bank, may accumlate the income, accumulations to 
be added to corpus. Grantor not taxable under paragraph (d) (3) (a) 
since the trustee is not within any of the prohibited classes. 

26. Income to the grantor’s wife for her life, remainder to his children. 
The trustee, a bank, has the power to accumulate the income and add 
accumulations to corpus. Grantor not taxable. Paragraph (d) (3) (a) 
permits allocation of income to a class of beneficiaries as well as to 
named individuals. 

27. The facts are the same as in example 26, except that the bank may 
accumulate only such portions of income as are not needed for the support 
of the wife. Grantor not taxable. Paragraph (d)(3)(a) is applicable 
whether or not the power is limited by a standard. 

28. The facts are the same as in example 26, except that the power is 
exercisable by the grantor’s brother as trustee. Grantor taxable. The ex- 
ception in paragraph (d)(3) (a) does not apply, since the power is exer- 
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cisable solely by the grantor’s brother as trustee and its exercise will 
affect the interest of the grantor’s wife and child. Cf. example 69. 

29. The facts are the same as in example 26, except that the power is 
exercisable by an attorney and the grantor’s brother as co-trustees. 
Grantor not taxable by reason of paragraph (d) (3) (a). Even though the 
exercise of the power will affect the interests of the grantor’s wife and 
children, and the power is exercisable by the grantor’s brother, an attorney 
is a co-trustee of the power. Thus the power is exercisable by trustees, 
none of whom is a related or subordinate trustee under all the conditions 
described in paragraph (d) (4) (ii), since one of these conditions is that 
the power be exercisable solely by a related or subordinate trustee or 
trustees. 

30. The facts are the same as in example 26, except that the power is 
exercisable by an attorney, as trustee, with the consent of the grantor’s 
brother. Grantor taxable. Paragraph (d)(3)(a@) requires the power to 
be exercisable solely by a trustee or trustees. Cf. example 71. 

31. Income to the grantor’s nephew for life, remainder to the nephew’s 
children. The grantor’s brother, as trustee, may accumulate any part 
of the income and add accumulations to corpus. Grantor not taxable by 
reason of paragraph (d)(3)(a). Even though the power is exercisable 
by the grantor’s brother, its exercise will not affect the interests of the 
grantor’s wife or children. Accordingly, none of the trustees by whom 
the power may be exercised is a related or subordinate trustee under all 
the conditions described in paragraph (d) (4) (ii). 

32. One-half of the income in equal shares to the grantor’s nephews 
for life and one-half equally to his children, remainder to the grantor’s 
children in equal shares. The grantor’s brother is trustee with a power 
to re-allocate one-half of the income among the nephews in any way he 
sees fit. Grantor not taxable. Even though the power to alter the bene- 
ficial enjoyment of the income is exercisable by the grantor’s brother, 
paragraph (d)(3)(a) applies where the exercise of the power cannot 
affect the interests of the grantor’s wife or children. Accordingly, none 
of the trustees by whom the power may be exercised is a related or 
subordinate trustee under all the conditions described in paragraph 
(d) (4) (ii). 

33. Income to the grantor’s wife for her life, remainder to his children. 
The grantor reserves the right as grantor to accumulate the income, such 
accumulations to be added to corpus. Grantor taxable. The exception 
provided in paragraph (d) (3) (a) does not apply where the holder of the 
power is not a trustee. Cf. example 72. 

34. The facts are the same as in example 33, except that the power is 
exercisable by the grantor as trustee, Grantor taxable. The exception in 
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paragraph (d) (3) (a) does not apply, since the trustee holding the power 
is the grantor. Cf. example 72. 

35. The facts are the same as in example 33, except that the power is 
exercisable by the grantor’s wife as trustee. Grantor taxable. The excep- 
tion provided in paragraph (d)(3)(a) does not apply since the trustee 
holding the power is the grantor’s wife. 

36. Income to the grantor’s wife for life, remainder to his nephews. 
The grantor empowers his butler, as trustee, to accumulate any portion of 
the income, accumulations to pass with corpus. Grantor taxable. Para- 
graph (d)(3)(a) does not apply since the trustee is the grantor’s em- 
ployee, and the beneficiaries include the grantor’s wife. 

37. The facts are the same as in example 36, except that the trustee is 
vice-president of a bank of which the grantor is president. Grantor not 
taxable under paragraph (d)(3)(@) since the trustee is not a subordinate 
employee of the corporation. 

38. The facts are the same as in example 36, except that the trustee 
is the bookkeeper of a corporation, the stock of which is owned by the 
grantor and the trust equally. Grantor taxable. Paragraph (d) (3) (a) 
does not apply since the trustee is a subordinate employee of such cor- 
poration. 

39. The facts are the same as in example 36, except that the trustee 
is the bookkeeper of a corporation in which the grantor owns a minor in- 
terest and in which the trust holds no interest. Grantor not taxable under 
paragraph (d) (3) (a). Even though the trustee is a subordinate employee 
of the corporation, the combined stockholdings of the grantor and the 
trust in that corporation do not constitute a controlling interest. 

40. Income to the grantor’s wife for life, remainder to his children. 
The trustee, a bank, may invade corpus for the benefit of the grantor’s 
wife or children. Grantor not taxable. Paragraph (d)(3)(b) permits 
invasion for any beneficiary, including a remainderman. 

41. The facts are the same as in example 40, except that the bank may 
exercise the power only with the consent of the grantor’s brother, a co- 
trustee. Grantor not taxable under paragraph (d)(3)(b) because one of 
the holders of the power is a bank-trustee. 

42. The facts are the same as in example 40, except that the power 
is exercisable by the grantor as trustee. Grantor taxable. Paragraph 
(d)(3)(b) does not apply where the trustee who may exercise the power 
is the grantor. 

43. The facts are the same as in example 40, except that the power is 
limited by an appropriate standard. Grantor not taxable. Paragraph 
(d) (3) (b) is applicable whether or not the power is limited by a standard. 

Only a few examples have been included to illustrate the provisions of 


2 











198 


TAX LAW REVIEW [Vol. 3: 


paragraph (d)(3)(0), relating to the power to invade corpus. Under 
paragraph (d)(3), such a power is subject to the same rules as those 
governing the power to allocate income.. Accordingly, the examples dealing 
with powers over income are equally applicable to powers over corpus. 


Powers Exercisable by Persons Other Than “Independent” Trustees. 


The foregoing provisions of this paragraph shall not apply to any one or 
more of the following powers: 


(4) If the power 


this 


(i) is exercisable by the grantor or spouse living with the grantor, 
or both, whether or not as trustee, or 

(ii) is exercisable (a) solely by a trustee or trustees who include 
the father, mother, issue, brother, sister, or employee of the grantor, 
or a subordinate employee of a corporation in which the grantor 
is an executive or in which the stockholdings of the grantor and the 
trust are significant from the viewpoint of voting control, and 
(b) in a manner which may affect the interests of beneficiaries which 
include the spouse or any child of the grantor (see subparagraph 
(3) for a power exercisable by a related or subordinate trustee of 
the class hereinabove described where the exercise of the power 
does not affect the interest of the spouse or a child of the grantor 
or where the power is exercisable only with the concurrence of an 
unrelated and non-subordinate trustee), or 

(iii) is exercisable by any person or persons other than as 
trustee, or 

(iv) is exercisable by any trustee or trustees, and the exercise 
of the power is subject to the approval or consent of any person or 
persons (other than such trustee or trustees), or of the grantor or 
spouse living with the grantor, or both, in the capacity of trustee, 


paragraph shall not apply— 


(aa) toa power to pay out corpus to or for a beneficiary or bene- 
ficiaries or to or for a class of beneficiaries (whether or not income 
beneficiaries), provided that the power is limited by a reasonably 
definite external standard. Such standard must be set forth in the 
trust instrument and must consist of needs and circumstances of the 
beneficiaries ; 

(bb) if the power is not limited by a reasonably definite external 
standard, to a power to pay out corpus to or for any current income 
beneficiary, provided that any such payment of corpus must be 
chargeable against the proportionate share of corpus held in trust 
for the payment of income to such beneficiary as if such corpus 
constitutes a separate trust ; 

(cc) to a power to distribute or apply income to or for any cur- 
rent income beneficiary or to accumulate such income for him, pro- 
vided that any accumulated income must ultimately be payable to 
the beneficiary from whom distribution or application is withheld, 
to his estate, or to his appointees (or persons named as alternate 
takers in default of appointment) provided that such beneficiary 
possesses a power of appointment which does not exclude from the 
class of possible appointees any person other than the beneficiary, 
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his estate, his creditors or the creditors of his estate} or, if payable 
upon the termination of the trust or in conjunction with a distribu- 
tion of corpus which distribution is augmented by such accumulated 
income, is ultimately payable to the current income beneficiaries in 
shares which have been irrevocably specified in the trust instru- 
ment. Accumulated income shall be considered so payable although 
it is provided that if any beneficiary does not survive a date of 
distribution which may reasonably be expected to occur within the 
beneficiary’s lifetime, the share of such deceased beneficiary is to be 
paid to such persons as the beneficiary may appoint, or is to be paid 
to one or more designated alternate takers (other than the grantor 
or the grantor’s estate) if the share of such alternate taker or the 
shares of such alternate takers have been irrevocably specified in 
the trust instrument ; 

(dd) to a power, exercisable only during (1) the existence of a 
legal disability of any current income beneficiary, or (2) the period 
in which any income beneficiary shall be under the age of twenty- 
one years, to distribute or apply income to or for such beneficiary 
or to accumulate and add such income to corpus ; 

(ee) in a case falling under subdivision (ii) hereof, to a power 
to distribute, apportion, or accumulate income to or for a bene- 
ficiary or beneficiaries, or to, for, or within a class of beneficiaries, 
whether or not the conditions in subdivision (cc) or (dd) are satis- 
fied, provided that such power is limited by a reasonably definite 
external standard. For the requirements of such standard, see sub- 
division (aa) hereof. 


Illustrations 


44. Income to the grantor’s wife for her life, remainder to his son 
John. The grantor reserves the power as grantor to accelerate payment 
of such part of the corpus as may be required to cover medical expenses 
incurred by his son. Grantor not taxable. Paragraph (d) (4) (i)—(aa) is 
applicable to a power, exercisable by the grantor whether or not as trustee 
and limited by a reasonably definite external standard, to invade corpus 
for any beneficiary, including a remainderman. 

45. The facts are the same as in example 44, except that the grantor 
may pay over to his son any portion of the corpus necessary for the 
latter’s happiness and welfare. Grantor taxable. Paragraph (d) (4) 
(i)—(aa) is not applicable because the power is not limited by a reasonably 
definite external standard. 

46. The facts are the same as in example 44, except that the power is 
exercisable by the grantor’s brother as trustee. Grantor not taxable. Para- 
graph (d) (4) (ii)—(aa) is applicable where a power to invade corpus is 
limited by an appropriate standard even though the trustee holding the 
power is the grantor’s brother and the exercise of the power may affect the 
interests of the grantor’s wife or child. 

47. The facts are the same as in example 44, except that the trustee 
is the bookkeeper of a corporation, the stock of which is owned by the 
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grantor and the trust equally. Grantor not taxable under paragraph 
(d) (4) (ii)—(aa) because the power is limited by an appropriate standard. 
It is immaterial that the trustee is a subordinate employee of a corporation 
in which the grantor and the trust have voting control. 

48. The facts are the same as in example 44, except that the power is 
exercisable by the grantor’s cousin in his individual capacity. Grantor not 
taxable under paragraph (d) (4) (iii)—(aa). 

49. The facts are the same as in example 44, except that the power is 
exercisable by a bank, as trustee, with the consent of the grantor’s partner. 
Grantor not taxable under paragraph (d) (4) (iv)—(aa). 

50. Income to the grantor’s wife for her life, remainder to his children. 
The grantor reserves the power, as grantor, to pay over any portion of 
the corpus to his wife. Grantor not taxable. Even though the power is 
exercisable by the grantor, and even though the power is not limited by 
a standard, the payment of corpus nevertheless reduces the portion of the 
corpus which supports the income payments to the current income bene- 
ficiary to whom the corpus is paid, as provided in paragraph (d) (4) 
(i)—(bb). 

51. Income to the grantor’s two sons in equal shares, one-half of the 
corpus to the children of each of the sons in equal shares. The grantor, 
as trustee, may pay over to each son up to one-half of the corpus. Any 
such payment, however, shall proportionately reduce the income payments 
made to the son receiving corpus. Thus, if one-half of the corpus is paid 
to one son, the entire income from the remaining half is thereafter payable 
to the other son. Grantor not taxable under paragraph (d) (4) (i)—(bb) 
for the reasons stated in example 50. 

52. Income to the grantor’s son until the latter is 30, remainder to him 
at that time. The grantor reserves the power to accumulate any part of the 
income, such accumulations to be distributed with the corpus. If the son 
dies before reaching the age of 30, corpus and accumulations are to be paid 
in equal shares to the grandchildren. Grantor not taxable under paragraph 
(d) (4) (i)—(cc) since accumulations must be paid to the son if he is 
living at the termination of the trust. 

53. Income to the grantor’s son until he is 120 years of age, remainder 
to him at that time. The grantor reserves the right to accumulate any 
portion of the income, such accumulations to be paid along with the 
corpus. If the son dies before he is 120, corpus and accumulations are 
to be paid to the son’s children in equal shares. Grantor taxable. Para- 
graph (d)(4)(i)—(cc) provides exemption only if the date of distribu- 
tion of the accumulations may reasonably be expected to occur within the 
income beneficiary’s lifetime. In this case, the date of distribution is the 
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son’s 120th birthday. It is reasonable to expect that the son will not be 
living at that time. 

54. The facts are the same as in example 52, except that the income is 
to be divided equally between the grantor’s two sons, and each son is to 
receive one-half of the corpus upon attaining age 30. Accumulations 
are to be paid to the son from whom withheld. Grantor not taxable. Para- 
graph (d)(4)(i)—(cc) permits accumulations to or for any current in- 
come beneficiary so long as accumulations are payable to the person from 
whom they are withheld. 

55. The facts are the same as in example 52, except that if the son 
dies before 30, the corpus and accumulations are to be paid to the grantor 
or his estate. Grantor taxable. Paragraph (d)(4)(i)—(cc) permits dis- 
tribution to any alternate taker other than the grantor or his estate. 

56. The facts are the same as in example 52, except that the grantor 
may designate the shares of the grandchildren. Grantor taxable. Para- 
graph (d)(4)(i)-(cc) provides that the shares of the alternate takers 
named by the grantor must be irrevocably specified in the trust instrument. 

57. The facts are the same as in example 52, except that if the son 
dies before 30, the corpus and accumulations are to be paid to any persons, 
and in any shares, appointed by the son by deed or will. Grantor not tax- 
able. Paragraph (d) (4) (i)—(cc) is applicable where accumulations may 
be appointed by the income beneficiary who fails to obtain such accumula- 
tions because of his untimely death, irrespective of any limitation placed 
upon his power of appointment. Cf. example 63. 

58. The facts are the same as in example 52, except that if the son 
dies before 30, corpus and accumulations are to be paid to any persons 
appointed by the son, the shares of such persons to be specified by the 
grantor. Grantor not taxable for the reasons stated in example 57. 

59. Income to the grantor’s son until he is 50, then to the grantor’s 
grandson for life, remainder to his grandson’s children. The grantor 
reserves the right to accumulate any portion of the income payable to his 
son, such accumulations to be paid to the grandson at the son’s death. 
Grantor taxable. Paragraph (d) (4) (i)—(cc) does not provide exemption 
where accumulations are ultimately payable to a current income beneficiary 
other than the one from which the accumulated income was withheld. 

60. Income to the grantor’s son for life, remainder to his grandchildren. 
The grantor reserves the right to accumulate income, such accumulations 
to be paid to the son’s estate. Grantor not taxable under paragraph (d) (4) 
(i)—(cc). Even though the son will not receive the accumulations, they are 
payable to his estate. 

61. Income to the grantor’s son for life, remainder to such persons as 
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the son may appoint by deed or will. The grantor reserves the right to 
accumulate the income, such accumulations to pass with the corpus. 
Grantor not taxable under paragraph (d) (4) (i)—(cc). Even though the 
son cannot obtain the accumulated income, such accumulations are payable 
to his appointees under a general power of appointment. 

62. Income to the grantor’s son until he is 50, remainder to any persons 
appointed by the son, except himself, his estate, his creditors, and the 
creditors of his estate. The grantor reserves the power to accumulate 
the income, such accumulations to pass with the corpus. Grantor not 
taxable. Paragraph (d) (4) (i)—(cc) provides exemption where the cur- 
rent income beneficiary’s power of appointment with respect to accumula- 
tions which he cannot receive includes everyone except himself, his estate, 
his creditors, and the creditors of his estate. 

63. The facts are the same as in example 62, except that the son may 
appoint only among his children. Grantor taxable. Paragraph (d) (4) 
(i)—(cc) does not provide exemption if the power excludes persons other 
than the income beneficiary, his estate, his creditors, or the creditors of 
his estate. P 

64. Income to the grantor’s two sons equally until the younger of the 
two reaches the age of 30, at which time the remainder is payable to them 
in equal shares. The grantor reserves the right to accumulate any portion 
of the income, such accumulations to become part of the corpus. Grantor 
not taxable. Paragraph (d) (4) (i)—(cc) is applicable where accumulated 
income is payable at the termination of the trust to all the current bene- 
ficiaries, including those whose shares were not accumulated, in shares 
which have been irrevocably specified in the trust instrument. 

65. Income to the grantor’s son for his life, remainder to the latter’s 
children. The grantor may accumulate any portion of the income while the 
son is under 21, accumulations to be added to corpus. Grantor not taxable 
under paragraph (d) (4) (i)—(dd) since the power is exercisable only until 
the current income beneficiary becomes 21. 

66. Accumulate the income until the death of the grantor’s son, re- 
mainder to the son’s children. The grantor reserves the right to apply so 
much of the income as may be necessary for the support of his son during 
the latter’s minority. Grantor not taxable under paragraph (d) (4) 
(i)-(dd). 

67. Income to the grantor’s son for life, remainder to son’s children. 
The grantor reserves the power to accumulate such portions of the income 
as are not required for the son’s support. Grantor taxable throughout the 
son’s life, including the period of his minority. Paragraph (d) (4) (i)- 
(dd) refers to a power exercisable only during the period in which any 
income beneficiary shall be under 21. 
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68. Income to be accumulated until the death of the grantor’s nephew, 
remainder to the latter’s children. The grantor reserves the power to 
distribute any part of the income to or for the nephew during any period 
in which the latter is under a legal disability. Grantor not taxable under 
paragraph (d) (4) (i)—(dd). 

69. Income to the grantor’s wife for life, remainder to his children. 
The grantor’s brother, as trustee, may accumulate any portion of the in- 
come which is not needed for the support and maintenance of the grantor’s 
wife, such accumulations to pass to the remaindermen. Grantor net tax- 
able under paragraph (d) (4) (ii)—(ee), since the power is limited by a 
reasonably definite external standard. 

70. The facts are the same as in example 69, except that the power is 
exercisable by the brother in his individual capacity. Grantor taxable under 
paragraph (d) (4) (ii)-(ee), since the power is not exercisable by a 
trustee. 

71. The facts are the same as in example 69, except that the power is 
exercisable by the grantor as trustee. Grantor taxable. Paragraph (d) 
(4) (ee) is not applicable to a power to allocate income, even though 
limited by a standard, unless it is exercisable by a person described in 
paragraph (d)(4)(ii). The latter paragraph does not cover powers 
exercisable by a grantor, whether or not as trustee. 

72. Income to the grantor’s children in such shares as the trustee, an 
attorney, may determine with the approval of the grantor’s brother. 
Grantor taxable. Paragraph (d) (4) (ii)—(ee) does not apply since the 
power is not exercisable solely by trustees without the consent or approval 
of any other person. 


Power to Add or Eliminate Beneficiaries—Last Paragraph of Paragraph 
(d). 


A power does not fall within the powers described in subparagraphs 
(3) and (4) if the trustee is enabled to add to the class of beneficiaries desig- 
nated to receive the income or corpus, except insofar as provision may be 
made for afterborn or after-adopted children. A mere power to allocate 
receipts as between corpus and income, even though expressed in broad 
language, is not deemed a power over beneficial enjoyment with respect to 
income or corpus. 


Illustrations 


73. Income to the grantor’s wife for her life, remainder to his son 
John. The trustee, a bank, may pay out the corpus equally to the grantor’s 
son and any other needy person. Grantor taxable. Although the power 
is exercisable by a person within an exempt class described in paragraph 
(d) (3), the power is not exempt since the trustee is enabled to add to the 
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class of beneficiaries designated to receive the corpus, within the meaning 
of the last paragraph of paragraph (d). 

74. Income to the grantor’s wife for her life, remainder to the grantor’s 
children in such proportions as the trustee, a bank, shall designate. Grantor 
not taxable. The power is exempted by paragraph (d) (3) even though the 
trustee may pay out corpus to one or to some of the named remaindermen 
to the exclusion of others. The last paragraph of paragraph (d) does 
not prohibit the elimination, during the taxable year, of a beneficiary from 
the designated class of beneficiaries. 

75. Income in equal shares to the grantor’s children, remainder to 
their issue. The trustee, a bank, may in its discretion distribute all or a part 
of the income for any year to any of the grantor’s children. Under local 
law, such power extends to any children born to, or adopted by, the grantor 
after the creation of the trust. Grantor not taxable. The last, undesig- 
nated, paragraph of paragraph (d) provides that an excepted power does 
not lose its exempt status by reason of the fact that it permits the addition 
of after-born or after-adopted children to the beneficiaries designated in 
the trust instrument. ~“ 

76. Income to the grantor’s wife for her life, remainder to his children. 
The trust instrument contains a provision empowering the trustee, a bank, 
to determine which receipts are to be deemed income and which are to be 
considered corpus. Grantor not taxable, as provided in the last, undesig- 
nated paragraph of paragraph (d). 


ADMINISTRATIVE POWERS 
Bargain Sales and Purchases. 


(e) Administrative control—tIncome of a trust, whatever its duration, is 
taxable to the grantor where, under the terms of the trust or the circumstances 
attendant on its operation, administrative control is exercisable primarily 
for the benefit of the grantor rather than the beneficiaries of the trust. Ad- 
ministrative control is exercisable primarily for the benefit of the grantor 
where— 


(1) a power exercisable by the grantor, or any person not having a 
substantial adverse interest in its exercise, or both, whether or not in 
the capacity of trustee, enables the grantor or any person to purchase, ex- 
change or otherwise deal with or dispose of the corpus or the income 
therefrom for less than an adequate and full consideration in money or 
money’s worth ; or 


Illustrations 


77. The trust corpus consists of all the stock of the X corporation. 
The grantor possesses the power to repurchase the stock at 50 per cent of 
its value. Grantor taxable under paragraph (e) (1). 
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78. The facts are the same as in example 77, except that the trustee 
has the power to sell the stock to the grantor’s brother at 50 per cent of 
its value. Grantor taxable under paragraph (e)(1). The fact that the 
power is exercisable by the trustee is immaterial. 

79. The facts are the same as in example 77, except that the grantor’s 
power is exercisable only with the consent of the remainderman. Grantor 
not taxable. Paragraph (e) (1) applies only where the power is exercisable 
by the grantor alone, a person lacking a substantial adverse interest, or 
both. 


Power to Borrow. 


(e) Administrative control—Income of a trust, whatever its duration, is 
taxable to the grantor where, under the terms of the trust or the circumstances 
attendant on its operation, administrative control is exercisable primarily for 
the benefit of the grantor rather than the beneficiaries of the trust. . Adminis- 
trative control is exercisable primarily for the benefit of the grantor 
where— 


(2) a power exercisable by the grantor, or any person not having a 
substantial adverse interest in its exercise, or both, whether or not in the 
capacity of trustee, enables the grantor to borrow the corpus or income, 
directly or indirectly, without adequate interest in any case, or without 
adequate security except where a trustee (other than the grantor or 
spouse living with the grantor) is authorized under a general lending 
power to make loans without security to the grantor and other persons 
and corporations upon the same terms and conditions ; or 


Illustrations 


80. The grantor reserves the power to borrow the trust corpus at one- 
half the rate of interest prevailing on the date of the loan. Grantor 
taxable under paragraph (e) (2). 

81. The trustee, a bank, may lend the trust corpus to the X corporation, 
which is wholly-owned by the grantor, at one-half of the interest rate 
prevailing on the date of the loan. Grantor taxable. Paragraph (e) (2) 
covers indirect loans to the grantor. The fact that the power is exercisable 
by a trustee is immaterial. 

82. The trustee, who is also a remainderman, has the power to lend 
the corpus to the grantor without security. Grantor not taxable. Para- 
graph (e)(2) applies only to powers held by the grantor alone, by per- 
sons lacking a substantial adverse interest, or both. 

83. The trustee, an attorney, is expressly empowered to make loans to 
the grantor’s estate without interest. Grantor not taxable. Paragraph 
(e) (2) applies to powers enabling the grantor to borrow from the trust. 
A power to make loans to the grantor’s estate without interest does not 
ordinarily amount to a power to make indirect loans to the grantor 
without interest. ; 
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84. The grantor reserves the power as trustee to borrow the trust 
corpus at the current rate of interest, but without depositing collateral 
with the trustee. Grantor taxable under paragraph (e) (2). 

85. The trustee, the grantor’s brother, is empowered in general terms 
to make loans with adequate interest but without security. Under local 
law, such power authorizes the trustee to make loans to the grantor. 
Grantor not taxable under the exception in paragraph (e) (2). 

86. The trustee, the grantor’s brother, is empowered to make loans. 
In the case of loans to the grantor, however, it is provided that no security 
is required. Grantor taxable. The exception in paragraph (e) (2) applies 
only where the trustee may lend trust funds without security to all per- 
sons on the same terms and conditions. 


Actual Loans to Grantor. 


(e) Administrative control—Income of a trust, whatever its duration, is 
taxable to the grantor where, under the terms of the trust or the circumstances 
attendant on its operation, administrative control is exercisable primarily for 
the benefit of the grantor rather than the beneficiaries of the trust. Ad- 
ministrative control is exercisable primarily for the benefit of the grantor 
where— 


(3) the grantor has directly or indirectly borrowed the corpus or 
income and has not completely repaid the loan, including any interest, 
before the beginning of the taxable year; or 


Illustrations 


87. The trustee, the grantor’s brother, lends the trust corpus on March 
15, 1948, to the grantor, who deposits adequate collateral with the trustee. 
On January 2, 1949, the grantor repays the loan with interest. Grantor 
taxable in 1948 and 1949 under paragraph (e) (3) since the loan is out- 
standing at some time during each of those years. 

88. The facts are the same as in example 87, except that the loan is 
made to the grantor by a bank, as trustee. Grantor taxable in 1948 and 
1949 under paragraph (e) (3). 

89. The facts are the same as in example 87, except that the loan is 
made by a remainderman as trustee. Grantor taxable in 1948 and 1949 
under paragraph (e) (3). 

90. The facts are the same as in example 87, except that only one-half 
of the corpus is borrowed. Uncertain whether the grantor is taxable upon 
all or only one-half of the income under paragraph (e) (3). 


Voting and Other Powers. 


(e) Administrative control—Income of a trust, whatever its duration, is 
taxable to the grantor where, under the terms of the trust or the circum- 
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stances attendant on its operation, administrative control is exercisable pri- 
marily for the benefit of the grantor rather than the beneficiaries of the trust. 
Administrative control is exercisable primarily for the benefit of the grantor 
where— 


(4) any one of the following powers of administration over the 
trust corpus or income is exercisable in a non-fiduciary capacity by the 
grantor, or any person not having a substantial adverse interest in its 
exercise, or both: a power to vote or direct the voting of stock or other 
securities, a power to control the investment of the trust funds either 
by directing investment or reinvestments or by vetoing proposed invest- 
ments or reinvestments, and a power to reacquire the trust corpus by 
substituting other property of an equivalent value. 

If a power is exercisable by a person as trustee, it is presumed that 
the power is exercisable in a fiduciary capacity primarily in the interests 
of the beneficiaries. Such presumption may be rebutted only by clear and 
convincing proof that the power is not exercisable primarily in the 
interests of the beneficiaries. If a power is not exercisable by a person 
as trustee, the determination of whether such power is exercisable in a 
fiduciary or a non-fiduciary capacity depends on all the terms of the 
trust and the circumstances surrounding its creation and administration. 
For example, where the trust corpus consists of diversified stocks or 
securities of corporations the stock of which is not closely-held and in 
which the holdings of the trust, either by themselves or in conjunction 
with the holdings of the grantor, are of no significance from the view- 
point of voting control, a power with respect to such stocks or securities 
held by a person who is not a trustee will be regarded as exercisable in 
a fiduciary capacity primarily in the interests of the beneficiaries. Where 
the trust corpus consists of stock or securities of a closely-held corpora- 
tion, such a power may or may not, depending upon all the facts, be con- 
sidered exercisable in a fiduciary capacity. 


Illustrations 


91. The trust corpus consists of shares of diversified stocks in publicly- 
held corporations. The trust does not have voting control of any of such 
corporations and the grantor owns no stock in the corporations. The 
grantor possesses the right, in his capacity as trustee, to vote the stock. 
Grantor not taxable. Since the voting power is held by the grantor as 
trustee, it is presumed under paragraph (e)(4) that the power is exer- 
cisable in a fiduciary capacity primarily in the interests of the beneficiaries 
rather than the grantor. Since the presumption is not rebutted by any of 
the facts stated, the fiduciary character of the power is deemed to be 
established. . 

92. The facts are the same as in example 91, except that the power is 
held by the grantor as grantor. Grantor not taxable. The power cannot 
be exercised primarily in the interests of the grantor and hence the grantor 
is not taxable under paragraph (e) (4). 

93. The trust corpus consists of 40 per cent of the stock of the X 
corporation. The grantor, who personally owns 60 per cent of the stock 
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in the same corporation, possesses the power, in conjunction with the re- 
mainderman, to direct the manner in which the stock shall be voted by 
the trustee. Grantor not taxable. Paragraph (e)(4) exempts powers 
exercisable by the grantor in conjunction with a person possessing a sub- 
stantial adverse interest in the exercise of the power. 

94. The facts are the same as in example 93, except that the voting 
power is held solely by the grantor as trustee. In addition, the grantor 
votes his own shares and the trusteed stock as a block to elect a board of 
directors and retains the presidency of the corporation at a substantial 
salary. Grantor probably not taxable. Paragraph (e)(4) apparently 
recognizes that a grantor may be his own trustee. On the facts stated, 
the presumption would in all likelihood be held not to have been rebutted 
so as to warrant a finding that the voting power is exercisable in a non- 
fiduciary capacity primarily for the grantor’s benefit. 

95. The facts are the same as in example 93, except that the voting 
power is held solely by the grantor as grantor. Grantor taxable under para- 
graph (e)(4) unless the grantor can establish that he is holding the 
power as a fiduciary. The grantor’s retention of the voting power may be 
regarded as a means of preventing a minority interest from interfering 
with his control of the corporation. 

96. The trust stock consists of 20 per cent of the stock of the X cor- 
poration. The voting power is exercisable solely by the grantor in his 
individual capacity. It also appears that the grantor personally owns 40 
per cent of the stock of the corporation, and that he votes his own shares 
and the trusteed stock as a block to elect‘a board of directors and also 
retains the presidency of the corporation at a substantial salary. Grantor 
taxable under paragraph (e) (4), unless he can establish that he holds the 
power as fiduciary. The grantor’s retention of the power to vote stock 
necessary to give him control of the corporation without assuming the 
usual fiduciary obligations of a trustee, and his exercise of the voting 
power so as to retain office in the corporation at a substantial salary, might 
be deemed an indication that the voting power is exercisable primarily 
for his own benefit. 

97. The trust corpus consists of a controlling interest in the X corpora- 
tion. The beneficiaries of the trust are the grantor’s minor children. The 
voting power is held by the grantor’s wife as trustee and the trust instru- 
ment provides that the trustee shall not be subject to the supervision of a 
court of equity. In addition, it is established that the wife has exercised 
no independent judgment in the administration of the trust, but has merely 
followed the grantor’s direction. It is also established that the board of 
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directors elected by the trustee-wife has been hand-picked by the grantor 
and that the directors and officers have abided by the grantor’s orders in 
the day-to-day management of the corporation. Among other things, the 
corporation has made loans to the grantor without security and at nominal 
interest rates. Grantor taxable. Despite the presumption that the voting 
power is held by the trustee primarily for the benefit of the beneficiaries, 
the facts stated would seem to rebut this presumption. 

98. The grantor reserves the power as co-trustee to veto any investment 
of trust funds proposed by the trustee, a bank. Grantor not taxable. In 
the absence of any other facts, the presumption that the power is exer- 
cisable in a fiduciary capacity primarily in the interests of the beneficiaries 
will stand. 

99. The grantor reserves the power, in his individual capacity, to direct 
investment of the trust funds. Under orders from the grantor, the trustee 
buys up shares of stock from a number of small stockholders in a corpora- 
tion controlled by the grantor. Immediately after such shares are pur- 
chased, the stockholders withdraw a suit for an accounting brought against 
the grantor and other officers and directors of the corporation. Grantor 
taxable. It appears from the administration of the trust that the invest- 
ment power is exercisable primarily for the grantor’s benefit and will be 
regarded as a non-fiduciary power. 

100. The trust corpus consists of an apartment building. The grantor 
retains the power, in his individual capacity, to substitute other property 
of an equivalent value. On learning that the neighborhood in which the 
apartment is located is deteriorating, the grantor repurchases the building 
at its market value and directs the trustee to reinvest the money in gov- 
ernment bonds. Grantor not taxable. The administration of the trust 
indicates that the power is exercisable primarily in the interest of the 
beneficiaries. 

101. The trust corpus consists of 30 per cent of the stock in a corpora- 
tion of which the grantor is president and in which he also owns a 30 per 
cent interest. The grantor reserves the power as grantor to reacquire 
trust corpus by substituting other property of an equivalent value. In 
order to obtain a large loan, the grantor repurchases the trust stock at its 
market value and is able to give the lender 50 per cent of the stock in the 
corporation as collateral. Thereafter the grantor repays the loan and 
resells 30 per cent of the stock to the trust. Grantor taxable unless he can 
establish that he holds the power as a fiduciary. The facts stated appear 
to indicate that the power is exercisable primarily for the benefit of the 
grantor. 
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Last, Undesignated, Paragraph of Paragraph (e). 


The mere fact that a power exercisable by the trustee is described in broad 
language does not indicate that the trustee is authorized to purchase, exchange, 
or otherwise deal with or dispose of the trust property or income for less than 
an adequate and full consideration in money or money’s worth, or is author- 
ized to lend the trust property or income to the grantor without adequate 
interest. On the other hand, such authority may be indicated by the actual 
administration of the trust. 





Illustration 


102. The trust instrument vests extremely broad powers of administra- 
tion in the trustee. Grantor not taxable. Although such powers may in- 
clude authority to make loans to the grantor, the last, undesignated para- 
graph of paragraph (e) provides that broad language does not by itself 
indicate authority to lend trust funds to the grantor without adequate 
interest. 


II 


Section 29.22(a2)-22. Trust IncomME TAXABLE TO PERSON 
OTHER THAN GRANTOR. 


Where a person other than the grantor of property transferred in trust 
has a power exercisable solely by himself to vest the corpus or the income 
therefrom in himself, the income therefrom shall be included in computing 
the net income of such person. Even though such a power has been partially 
released or otherwise modified so that the person holding it can no longer 
vest the corpus or the income of the trust in himself, the income shall 
continue to be taxable to such person if, after such release or modification, 
he has retained such control of the trust as would, within the principles of 
section 29.22(a)-21, subject a grantor of such a trust to tax on the income 
thereof. This section shall not apply with respect to a power over income, 
as originally granted or thereafter modified, if the grantor is otherwise tax- 
able under section 29.22(a)-21. See also section 29.166-2. 


Illustrations 


103. Income to the grantor’s son for his life, remainder to the grantor’s 
grandchildren. The grantor’s wife, however, has the power to vest in 
herself so much of the income as she may desire. Taxable to the grantor’s 
wife. 

104. Income to the grantor’s son for his life, remainder equally to 
the latter’s children. The son may at any time terminate the trust and 
vest the corpus in himself. Taxable to the son. 

105. The facts are the same as in example 104. In addition, the son 
partially releases his power during the taxable year, reserving only the 
power to alter the relative interests of the remaindermen. Taxable to the 


son. 
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106. Income to the grantor’s son for three years, reversion to the 
grantor. The grantor’s wife has the power to vest the income in herself. 
Taxable to grantor. Since the wife’s power is exercisable only with 
respect to income, and the grantor is otherwise taxable by reason of the 
term of the trust, section 29.22(a)-—22 does not apply. 

107. The facts are the same as in example 106, except that the wife 
may vest the corpus in herself at any time during the three years. Taxable 
to the wife. Section 29.22(a)-22 recognizes the possibility of conflict 
with section 29.22(a)-—21. In such a case, where the power covered by the 
former section is over income, that section is made expressly inapplicable 
and the grantor is taxable. The clear inference is that section 29.22(a)—22 
is applicable where the power in the third person is over corpus. 

108. The facts are the same as in example 106, except that the wife 
may vest the corpus in herself at any time during the three years. In 
addition, the wife subsequently releases her power in part, reserving only 
the right to appoint the corpus to any person except herself, her estate 
and her creditors. Taxable to the wife for the reasons stated in example 
107. 

109. The grantor reserves the power to change the remaindermen, but 
gives his wife the power to vest the property in herself at any time. Tax- 
able to the wife for the reason stated in example 107. 

110. The grantor reserves the power to revoke the trust, but gives his 
wife the power to vest the corpus in herself at any time. Taxable to the 
wife for the reasons stated in example 107. 


III 
EXTENT OF APPLICATION OF CLIFFORD REGULATIONS. 


Effective Date of Regulations. 
Sections 29.22(a)-—21 and 29.22(a)-22, as added by T.D. 5488, both 


contain the following provisions : 


Section 22(a) shall be applied in the determination of the taxability of 
trust income for taxable years beginning prior to January 1, 1946 without 
reference to this section. 


T.D.5567 states, in paragraph 2: 


Section 29.22(a)-21 [26 CFR 29.22(a)-21] as amended shall be applica- 
ble to taxable years beginning after December 31, 1945. 


Illustration 


111. The grantor has filed a petition with the Tax Court to review 
a deficiency for the taxable year beginning December 1, 1945, based on 
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the inclusion of the trust income in the gross income of the grantor. It 
is conceded that the grantor would be liable if the regulations are applic- 
able. The grantor’s liability is governed by section 22(a) without refer- 
ence to the regulations. 
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Retroactive Application of Section 29,22(a)-21. 


Paragraph 1 of 1.T.—Mimeograph Coll. No. 6156, R.A. No. 1595 
provides : ? 


Section 29.22(a)-21, dealing with the taxation of trust income to the 
grantor within the principles of Helvering v. Clifford, 309 U.S. 331, was 
added to Regulations 111 by Treasury Decision 5488 (11 F.R. 65), approved 
December 29, 1945. Section 29.22(a)-21 was amended by Treasury Decision 
5567, approved June 30, 1947. Such section, as amended, is applicable only 
to taxable years beginning after December 31, 1945. However, it will be the 
policy of the Bureau, where no inconsistent claims prejudicial to the Govern- 
ment are asserted by trustees or beneficiaries, not to assert liability of the 
grantor for any prior taxable year under the general provisions of section 
22(a) of the Internal Revenue Code if the trust income would not be taxable 
to the grantor under the regulations as amended. 


Illustrations 


112. The grantor concedes that the trust income is includible in his 
gross income for the taxable year 1945 under court decisions construing 
section 22(a). Under the regulations, however, the trust income is not 
taxable to the grantor. Assuming that the taxable year is still open, the 
grantor will be relieved of tax on the trust included in his gross income for 
that year. 

113. The facts are the same as in example 112. In addition, the 
trustee and the trust beneficiaries deny liability for tax on the trust income 
for 1945. The grantor will not be relieved of tax on such trust income. 


Termination of Taxable Control. 
Paragraph 2 of the Mimeograph states: 


IT-Mimeograph, Coll. No. 6071, R.A. No. 1544 (11 F.R. 12044), approved 
October 10, 1946, provided that where the grantor’s control over a trust 
created prior to January 1, 1946 was terminated at any time during the 
calendar year 1946, with the result that the trust income on the last day of 
such calendar year was no longer taxable to the grantor under the provisions 
of section 29.22(a)-21 of Regulations 111, it would be the policy of the 
Bureau not to assert liability of the grantor under such provisions for any 
part of the calendar year 1946. In view of the amendments made by Treasury 
Decision 5567 grantors who have not heretofore terminated their substantial 
ownership of the trust income under IT-Mimeograph 6071 may now desire 


212 Fep. Rec. 4397 (1947). 
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to terminate such controls over the trusts as subject them to tax under the 
provisions of section 29.22(a)-21 as amended by Treasury Decision 5567. 

It will, therefore, be the policy of the Bureau where the grantor’s control 
over a trust created prior to January 1, 1946 is terminated at any time 
prior to January 1, 1948 with the result that the trust income on the last 
day of the calendar year 1947 is no longer taxable to the grantor under the 
provisions of section 29.22(a)-21 as amended by Treasury Decision 5567 not 
to assert liability of the grantor under these regulations for any part of the 
calendar years 1946 and 1947. The Bureau may, however, assert liability of 
the grantor in such a case under section 22(a) of the Internal Revenue Code 
without reference to section 29.22(a)-21 for any part of the calendar year 
1946 or the calendar year 1947 preceding the termination of the grantor’s 
control over the trust. The complete repayment by the grantor prior to 
January 1, 1948 of a loan of trust corpus or income made to him directly 
or indirectly prior to January 1, 1946, shali be considered, for the purposes 
of the applicability of this mimeograph, a termination (with respect to such 
loan) of the controls defined in paragraph (e)(3) of section 29.22(a)-21, 
as amended. i 


Illustrations 


114. Trust created December 31, 1945 providing for payment of in- 
come to the grantor’s wife for life, remainder to his children. The grantor 
as trustee reserves the power to accumulate any of the income, such ac- 
cumulations to be added to corpus. On December 31, 1947, the grantor 
resigns as trustee in favor of a bank. Grantor not taxable for 1946 and 
1947 under the regulations. Liability may, however, be asserted for those 
years under section 22(a) without reference to the regulations. 

115. The facts are the same as in example 114, except that the trust 
was created on January 2, 1946. Grantor taxable for 1946 and 1947 
under the regulations. 

116. On December 1, 1945, the grantor borrowed a part of the trust 
funds. On December 31, 1947, the loan is repaid with interest. Grantor 
not taxable under paragraph (e)(3) for 1946 and 1947. 


It is no criticism of the Clifford regulations to admit that all of their 
ramifications are not readily apparent. No regulation, or even legislation 
for that matter, involving so large a field and so complex a subject matter, 
could or should be written for persons to read and run. A gloss is always 
a welcome addition. It is hoped, therefore, that the foregoing examples 
will be material aid to the uninitiated. To the expert, such examples may 
be “old stuff.” Perhaps he will find the examples useful as a checklist. 




















Upstairs And Downstairs Mergers 
KENNETH FOSTER 


Meaencers, where one corporation owns all or part of the stock of 
another, are often prompted by desires to increase efficiency and to de- 
crease excessive overhead expenses caused by the two corporate structures. 
A situation, not unusual, is one where a corporation, we shall name 
“Holdin,” owns all or part of the stock of another corporation, for con- 
venience called “Operating,” and for good business reasons Holdin 
desires to have the business and assets of Operating transferred to Holdin 
so that it could continue the two ventures as one business. Under some 
circumstances, it would be beneficial taxwise to have the transaction 
taxable; and, under other circumstances, a non-taxable transaction would 
be advisable. How and if the desired results may be obtained, together 
with the most beneficial tax treatment, will be considered here. It will 
be assumed that the end result of eliminating one or the other of the two 
corporations is prompted by such business reasons as would satisfy the 
requirement of business purpose as established by Gregory v. Helvering.* 

A transaction whereby an operating company, Operating, merges into 
its parent corporation, Holdin, is sometimes referred to as an “upstairs 
merger.” Assuming that the Holdin owns 80 per cent or more of the 
stock of Operating, the transaction would be non-taxable in so far as the 
corporations are concerned under the provisions of section 112(b) (6).? 
That section, however, does not cover the Operating minority stock- 
holders.* As to them, the provisions of section 115(c),* would be appli- 


KENNETH Foster is a member of the Indiana Bar, associated with Ross McCord Ice 
& Miller. He was formerly with the Chief Counsel’s Office, Bureau of Internal Revenue. 

1293 U.S. 465 (1935); Helvering v. Einhorn, 100 F. 2d 418 (C.C.A. 2d 1938), where 
the elimination of a holding company was held to be a good business purpose. See Reg. 
111, Sec. 29.112(g)-1. Cf. Bazley v. Comm’r, 67 Sup. Ct. 1489(1947). 

21.R.C. § 112(b) (6): “Property received by corporation on complete liquidation of 
another—No gain or loss shall be recognized upon the receipt by a corporation of 
property distributed in complete liquidation of another corporation. ... [where the 
receiving corporation owns 80% of the stock of the liquidating corporation] ...” (paren- 
thetical statement supplied). 

8 Reg. 111, Sec. 29.112(b) (6)-4. 

4I.R.C. § 115(c): “Distributions in Liquidation—Amounts distributed in complete 
liquidation of a corporation shall be treated as in full payment in exchange for the stock, 
and amounts distributed in partial liquidation of a corporation shall be treated as in part 
or full payment in exchange for the stock. The gain or loss to the distributee resulting 
from such exchange shall be determined under section 111, but shall be recognized only 
to the extent provided in section 112... .” 
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cable and the Operating minority stockholders would have a taxable trans- 
action in the receipt of distributions in the liquidation of Operating, and 
would realize and recognize capital gain or loss.° 

Under the foregoing circumstances, Holdin would take Operating 
assets at the same basis they had in the hands of Operating ° and Operat- 
ing’s earnings and profits available for the payment of dividends would 
carry over and become part of Holdin’s earnings and profits." Operating 
minority stockholders, on the other hand, having a taxable transaction, 
would take a basis to the property received equal to its fair market value 
at the time of the transaction.*® 

Now then, can we devise a transaction whereby Holdin may obtain 
all of Operating’s assets and which would be non-taxable to Operating 
minority stockholders? In such a transaction, those minority stockholders 
will, of necessity, exchange their stock for something. In determining 
what that something should be if the exchange is to be non-taxable, the 
choice is limited. Section 112 generally covers tax-free exchanges. Sec- 
tion 112(b) (1) by its terms does not apply to exchanges of stock.° Sec- 
tion 112(b) (2) provides *® that no gain or loss will be recognized on an 
exchange of common stock of a corporation for common stock of the 
same corporation or in an exchange of preferred stock of a corporation 
for preferred stock of the same corporation. We want Operating to dis- 
appear from the picture, therefore, no exchange of Operating stock for 
Operating stock is plausible and section 112(b) (2) would not be applic- 
able. Section 112(b)(3) provides that no gain or loss should be recog- 
nized on an exchange pursuant to a plan of reorganization of stock or 
securities in a corporation, a party to the reorganization, for stock or 


5 Reg. 111, Sec. 29.115-5. 

®6T.R.C. § 113(a) (15): “Property received by a corporation on complete liquidation of 
another.—If the property was received by a corporation upon a distribution in complete 
liquidation of another corporation within the meaning of section 112(b) (6), then the 
basis shall be the same as it would be in the hands of the transferor. . . .” 

7 Reg. 111, Sec. 29.115-11. 

8 A.R.R. 403, 4 Cum. Buti. 32 (1921) ; Gloyd v. Comm’r, 63 F. 2d 649 (C.C.A. 8th, 
1933), cert. denied, 290 U.S. 633 (1933). 

®T.R.C. § 112(b) (1): “Property held for productive use or investment—No gain or 
loss shall be recognized if property held for productive use in trade or business or for 
investment (not including stock in trade or other property held primarily for sale, nor 
stocks, bonds notes, choses in action, certificates of trust or beneficial interest, or other 
securities or evidences of indebtedness or interest) is exchange solely for property of 
a like kind to be held either for productive use in trade or business or for investment.” 
(Italics supplied.) 

107.R.C. § 112(b) (2): “Stock for stock of same corporation—No gain or loss shall 
be recognized if common stock in a corporation is exchanged solely for common stock 
in the same corporation, or if preferred stock in a corporation is exchanged solely for 
preferred stock in the same corporation.” 
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securities in the same or another corporation, a party to the reorganiza- 
tion. Sections 112(b)(4) and 112(b)(5) would apparently have no 
application in reaching the desired results in so far as the non-taxable 
exchange of Operating stock by its minority stockholders is concerned.” 

It would seem, therefore, that a tax-free exchange of Operating stock 
by its minority stockholders could be accomplished only under section 
112(b) (3) in pursuance of a plan of reorganization. Reorganizations, as 
defined in section 112(g)(1), include statutory mergers [Clause (A) ] 
and practical mergers [Clause(C)].** The term “statutory merger” 
means any merger in pursuance of the corporation laws of the United 
States or a State or Territory or the District of Columbia.** A practical 
merger under Clause (C) would be the acquisition by one corporation of 
substantially all the assets of another corporation in exchange solely for 
voting stock of the acquiring corporation.*° 

It would seem that Holdin could acquire all of Operating’s assets 
through a statutory merger which would qualify as a “reorganization.” 
There are apparently no unwritten requirements in statutory mergers other 


117.R.C. § 112(b) (3): “Stock for stock on reorganization—No gain or loss shall be - 
recognized if stock or securities in a corporation a party to a reorganization are, in 
pursuance of the plan of reorganization, exchanged solely for stock or securities in such 
corporation or in another corporation a party to the reorganization.” 

127T.R.C. § 112(b) (4): “Same—Gain of corporation—No gain or loss shall be recog- 
nized if a corporation a party to a reorganization exchanges property, in pursuance of 
the plan of reorganization, solely for stock or securities in another corporation a party 
to the reorganization. P 

§ 112(b)(5): Transfer to corporation controlled by transferor—No gain or loss shall 
be recognized if property is transferred to a corporation by one or more persons solely 
in exchange for stock or securities in such corporation, and immediately after the exchange 
such person or persons are in control of the corporation; but in the case of an exchange 
by two or more persons this paragraph shall apply only if the amount of the stock and 
securities received by each is substantially in proportion to his interest in the property 
prior to the exchange. .. .” 

1i8T.R.C. § 112(g)(1): “The term ‘reorganization’ means (A) a statutory merger 
or consolidation, or (B) the acquisition by one corporation, in exchange solely for all 
or a part of its voting stock, of at least 80 per centum of the voting stock and at least 
80 per centum of the total number of shares of all other classes of stock of another 
corporation, or (C) the acquisition by one corporation, in exchange solely for all or a 
part of its voting stock, of substantially all the properties of another corporation, but in 
determining whether the exchange is solely for voting stock the assumption by the 
acquiring corporation of a liability of the other, or the fact that property acquired i: 
subject to a liability, shall be disregarded, or (D) a transfer by a corporation of all or 
a part of its assets to another corporation if immediately after the transfer the trans- 
feror or its shareholders or both are in control of the corporation to which the assets 
are transferred, or (E) a recapitalization, or (F) a mere change in identity, form, or 
place of organization, however effected.” 

14 Reg. 111, Sec. 29.112(g)-2, second paragraph, provides: “The words ‘statutory 
merger or consolidation’ refer to a merger or a consolidation effected in pursuance of the 
corporation laws of the United States or a State or Territory or the District of Columbia.” 

18 Reg. 111, Sec. 29.112(g)-3, Example (4). : 
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than those pertinent to all reorganizations, i.e., business purpose and con- 
tinuity of interests.** Accordingly, in connection with a statutory merger 
of Operating into and with Holdin, the Operating minority stockholders 
could make a non-taxable exchange of their stock for Holdin stock. 

Occasions will arise, however, where statutory mergers will not be 
suitable, that is, where the laws of the state or states of incorporation 
do not permit or where there are practical business objections such as the 
payment of cash for the stock of objecting minority stockholders or the 
large number of stockholders makes the obtaining of the required affirma- 
tive vote impracticable. The next resort might be a practical merger under 
the provisions of section 112(g)(1)(C), that is, the acquisition by one 
corporation, Holdin, of substantially all the assets of another corporation, 
Operating, solely for voting stock of Holdin, which normally would re- 
quire only a two-thirds majority vote of the outstanding stock and would 
not give rise to a right in dissenting stockholders to demand cash payment 
for their stock. The procedure to be followed in such an instance would be 
that of Holdin issuing to Operating a number of shares of Holdin voting 
stock in exchange for all Operating assets. After the exchange of Holdin 
stock for Operating assets, Operating would liquidate, and Holdin and 
Operating minority stockholders would receive Holdin stock for Operating 
stock. Inasmuch as both corporations would be parties to the reorganiza- 
tion,” the exchange of stock for stock would be non-taxable under the 
terms of section 112(b) (3). 

Holdin, however, will receive back part of its own stock which had 
been transferred to Operating for its assets, thus partially washing out 
the transaction. The contention might be made, therefore, that in substance 
Operating is liquidating in part and Holdin is issuing its stock for assets 
only in part, and that the requirements of section 112(g)(1)(C) are not 
satisfied. This is to say, Holdin would not be exchanging solely its own 
voting stock for Operating assets but rather would be exchanging part of 
its own voting stock and part of Operating stock in liquidation of Operat- 
ing for the Operating assets. Somewhat this same contention was made 
by the government in Winston Brothers Company.** 

That case arose under the Revenue Act of 1928 wherein section 
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16 Comm’r v. Webster’s Estate, 131 F. 2d 426 (C.C.A. 5th 1942) ; Comm’r v. Gilmore’s 
Estate, 130 F. 2d 791 (C.C.A. 3d 1942) ; Morgan Mfg. Co. v. Comm’r, 124 F. 2d 602 
(C.C.A. 4th 1941); cf. Gutbro Holding Co. v. Comm’r, 138 F. 2d 16 (C.C.A. 2d 1943) ; 
Rogan y. Starr Piano Co., Pacific Division, 139 F. 2d 671 (C.C.A. 9th 1943). 

17].R.C. § 112(g)(2): “The term ‘a party to a reorganization’ includes a corpora- 
tion resulting from a reorganization and includes both corporations in the case of a 
reorganization resulting from the acquisition by one corporation of stock or properties 


of another.” 
18 29 B.T.A. 905 (1934) Acq., aff'd, 76 F. 2d 381 (C.C.A. 8th 1935). 
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112(b) (3) was substantially the same as section 112(b)(3) of the In- 
ternal Revenue Code, but the definitions of “reorganization” were materi- 
ally different.** The transaction considered in the Winston Brothers case 
was substantially the same as the one outlined above and was held to 
qualify as a “reorganization” in that there was an acquisition by one 
corporation of substantially all the properties of another corporation. 
Winston Brothers Company owned over 60 per cent of the stock of 
Winston-Dear. A transaction was entered into whereby Winston Brothers 
transferred a certain number of shares of its stock to Winston-Dear in ex- 
change for all of Winston-Dear assets. Thereafter, Winston-Dear was 
liquidated and the Winston Brothers stock was distributed to the Winston- 
Dear stockholders in exchange for Winston-Dear stock. Thus, Winston 
Brothers received back over 60 per cent of the stock transferred for 
Winston-Dear assets. The contention was made that Winston Brothers 
did not acquire the assets of Winston-Dear in exchange for its own stock 
so as to meet the requirements of a reorganization but that, in view of the 
fact that it already owned in excess of 60 per cent of the stock of Winston- 
Dear, it acquired some of the assets in liquidation. The court held that 
there was a reorganization despite the fact that Winston Brothers owned 
stock of Winston-Dear. 

In our present situation, therefore, a contention that the transaction 
was in substance partly a liquidation rather than a reorganization prob- 
ably should not be sustained. If there is no liquidation as such and where 
the form for a reorganization required by the statute has been satisfied, 
it would seem that there must be a “reorganization.” *° The Bureau of 
Internal Revenue has apparently gone even further, for, in G.C.M. 
21873," there was room for the additional contention that even the form 
of the statute was not followed. G.C.M. 21873 involved a transaction 
covered by the Revenue Act of 1932 which, in so far as is here pertinent, 
was the same as the Revenue Act of 1928. The only substantial difference 
in the facts in the two cases was that in G.C.M. 21873 instead of the 
acquiring corporation, A, delivering a full amount of its stock to the 


19 Revenue Act of 1928, Sec. 112(i)(1): “The term ‘reorganization’ means (A) a 
merger or consolidation (including the acquisition by one corporation of at least a majority 
of the voting stock and at least a majority of the total number of shares of all other 
classes of stock of another corporation, or substantially all the properties of another 
corporation), or (B) a transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its stockholders or both 
are in control of the corporation to which the assets are transferred, or (C) a recapi- 
talization, or (D) a mere change in identity, form, or place of organization, however 
effected.” 

20 See note 16 supra. 

21 1940-2 Cum. Butt. 223. 
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transferring corporation, T, for T assets, A transferred only enough 
stock to cover the requirements of the T minority stockholders. The re- 
ceipt of A shares on the subsequent liquidation of T had been waived by A. 
The G.C.M. held, nevertheless, that the transfer of all the T assets to A in 
exchange for a small number of 4 shares and in liquidation of T was tax- 
free under the provisions of section 112(b) (4).” 

An “upstairs merger” apparently can thus be made on a non-taxable 
basis to all concerned if the form for a reorganization required by the 
statute is followed and there is business purpose for the result obtained. 
It should be noted, however, that a “plan of reorganization” might well 
begin prior to Holdin’s exchange of voting stock for Operating assets. If 
Holdin, having an intention of obtaining Operating assets, purchases 
Operating stock for cash in order to control the disposition of Operating 
assets and, thereafter, Holdin exchanges voting stock for Operating assets, 
a finding of fact that the “plan of reorganization” began with Holdin’s 
purchase of Operating stock for cash might well be made. Such a finding 
would remove the transaction from compliance with the formal require- 
ments of section 112(g)(1)(C) for clearly Holdin gave up cash and vot- 
ing stock for Operating assets; and the transaction would be taxable to 
Operating and Operating minority stockholders.” 

In some circumstances, however, it might be beneficial to have the 
transaction taxable. Where Holdin owns 80 per cent or more of the 
stock of Operating and desires to obtain substantially all of Operating’s 
assets with a basis equal to their fair market value as of the date of the 
transfer, by selling a sufficient quantity of Operating stock to reduce its 
holdings below 80 per cent, the liquidation of Operating would be taxable 
under section 115(c) rather than tax-free under section 112(b) (6).* 
Accordingly, Holdin would realize gain or loss on the receipt of Operating 
assets and would take a basis to those assets equal to their fair market value 
at the time of the exchange. It would seem, therefore, that an “upstairs 
merger” may be accomplished either as a non-taxable “reorganization” or 
as a taxable liquidation. It must be borne in mind, however, that if that 
which is achieved is in substance a reorganization, the Commissioner may 
successfully contend that it is to be so treated even if the statutory form 
is carefully avoided.” 
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22 Revenue Act of 1932, Sec. 112(b) (4): “Same—Gain of Corporation—No gain or 
loss shall be recognized if a corporation a party to a reorganization exchanges property, 
in pursuance of the plan of reorganization, solely for stock or securities in another 
corporation a party to the reorganization.” 

23 Cf. Robert A. Pulfer, 43 B.T.A. 677 (1941), aff’d, 128 F. 2d 742 (C.C.A. 6th 1942). 
But cf. Comm’r. v. Dana 103 F. 2d 359 (C.C.A. 3d 1939), 1939-2 Cum Butt. 228. 

24 Comm’r v. Day & Zimmerman, 151 F. (2d) 517 (C.C.A. 3d 1945). 

25 Walter S. Heller, 2 T.C. 371, 383 (1943). In this case, the taxpayers, desiring 
to transfer assets from a Delaware to a California corporation, purchased the stock 
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We have seen that Holdin may continue the ventures of the two cor- 
porations with or without postponing the realization of tax on the trans- 
action. On the other hand, what will be the result if good business reasons 
dictate the continuance of the two business ventures by Operating? A 
transaction whereby the holding company is merged into the operating 
company is sometimes referred to as a “downstairs merger.” May we ob- 
tain a non-taxable transaction wherein Holdin’s assets will be transferred 
to Operating? At first glance we see that section 112(b)(6) would not 
cover such a transaction for Operating does not own 80 per cent or more 
of Holdin stock. A non-taxable transaction, therefore, could be obtained 
only through compliance with the reorganization provisions. The par- 
ticular clauses of the definition of reorganization which might cover the 
desired transaction are (1) a statutory merger and (2) a transfer by a 
corporation of all or a part of its assets to another corporation if imme- 
diately after the transfer the transferor or its shareholders or both are in 
control of the corporation to which the assets are transferred.” 

In connection with downstairs mergers, two factual situations warrant 
comment. The first is where the parent, Holdin, has only stock of the 
subsidiary, Operating, and no other assets. The second situation is where 
Holdin has some assets in addition to the stock of Operating. 

Where Holdin’s assets consist only of stock of Operating, a statutory 
merger would produce a non-taxable result.2” The Commissioner recently 
acquiesced ** in the Tax Court decision in the case of Anna V. Gilmore,” 
which was the basis of appeal to two Circuit Courts of Appeals, both of 
which affirmed the Tax Court.*° The Gilmore case involved a situation 
wherein a holding company had only one asset, that is, stock of an operat- 
ing company. The holding company and the operating company went 
through the form of a statutory merger and the holding company stock- 
holders exchanged their stock for the stock of the operating company 
which had been held by the holding company. 

The Commissioner contended: (1) insasmuch as the result could have 
been more directly obtained by liquidating the parent, there was no 


of the California corporation for cash, caused the California corporation to purchase 
the Delaware corporation’s assets, then liquidated the Delaware corporation and dis- 
tributed the cash. There was no exchange of stock within the terms of section 112(b) (3), 
I.R.C. Nevertheless, the Tax Court held that no gain or loss on the transaction was to 
be recognized because there was a “reorganization” within the meaning of section 
112(g)(1)(C) or (E), I.R.C. Howard v. Comm’r., 56 F. 2d 781 (C.C.A. 6th 1932). 

26 Clause (A) and Clause (D), § 112(g)(1). See note 13 supra. 

27 Comm’r v. Webster’s Estate, 131 F. 2d 426 (C.C.A. 5th 1942) ; Comm’r v. Gilmore’s 
Estate, 130 F. 2d 791 (C.C.A. 3d 1942). 

28 1946-2 Cum. Butt. 2. 

29 44 B.T.A. 881 (1941) Acq. 

80 See note 27 supra. 
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business purpose in going through the form of a merger of the parent into 
the subsidiary ; and, therefore, no “reorganization” could exist ; * and (2) 
even though the term “reorganization” as defined in section 112(g) 
(1) (A) includes a “statutory merger,” the mere going through the form 
of a statutory merger under the laws of a particular state would not be 
sufficient to qualify a transaction as a “reorganization” under section 
112(g) where there was no transfer of property or union of two or more 
businesses. The Tax Court and the Circuit Courts, refusing to follow 
the Commissioner’s contentions, held that there was business purpose in 
the elimination of a holding company and that the method used, 1.e., a 
statutory merger, complied with the requirements of section 112(g) 
(1) (A) of the Revenue Act of 1934 in form and in substance.* 

On the other hand, a practical merger, that is, the transfer by one 
corporation, Holdin, of all or part of its assets to another corporation, 
Operating, if immediately thereafter Holdin or its stockholders or both, 
are in control of Operating, presents a situation where possibly it would 
be essential that Holdin own assets other than the stock of Operating. The 
Circuit Court of Appeals for the Second Circuit has stated * that the 
stock of the operating subsidiary could not be considered as property 
acquired by the subsidiary within the meaning of Clause (B) of section 
112(i)(1) of the Revenue Act of 1928. Inasmuch as section 112(g) 
(1) (D) of the Internal Revenue Code is substantially the same as section 
112(i) (1) (B) of the 1928 Act, it would seem at least under the decision 
of the Second Circuit, that in order for the transaction to be held non- 
taxable it would be necessary for Holdin to have assets in addition to the 
stock of Operating. The Tax Court, however, in the case of Peck & 
Peck * held that the transfer of stock of a subsidiary by a parent corpora- 
tion to the subsidiary was a transfer of property within the meaning of 
section 112(g)(1)(C) of the Revenue Act of 1934, which is the same 
as section 112(g)(1)(D) of the Internal Revenue Code. In spite of that 
case, however, the safer approach at this time would be to make sure that 
the parent holding company has some assets to transfer to the operating 
subsidiary if it is desired to have the transaction treated as non-taxable. 

This brings us to the second situation, i.e., where Holdin has some 
assets in addition to Operating stock. The courts have held that, where 
the parent corporation had assets in addition to the stock of the subsidiary, 
even though those assets were insignificant in amount compared to the 


81 Gregory v. Helvering, 293 U.S. 465 (1935). 

82 See also Comm’r v. Kann, 130 F. (2d) 797 (C.C.A. 3d 1942) and George Palen Snow, 
1 TCM 197 (1942). 

88 Helvering v. Schoellkopf, 100 F. 2d 415, 416 (C.C.A. 2d 1938). 

84 Peck & Peck, 42 B.T.A. 651 (1940) Acq. 
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value of the subsidiary’s stock ** and even though, in substance, the trans- 
action amounted to a liquidation of the parent, a practical merger of the 
parent into the subsidiary was a “reorganization,” as defined in section 
112(i)(1)(B) of the Revenue Act of 1928.°* Accordingly, the exchange 
by the parent stockholders of the parent stock for the subsidiary stock, 
which had been held by the parent, was held to be non-taxable ** under 
the provisions of section 112(b)(3) of the Revenue Act of 1928. Inas- 
much as the wording of section 112(i)(1)(B) of the Revenue Act of 
1928 is substantially the same as the wording of section 112(g) (1) (D) 
of the Internal Revenue Code, the mentioned principles which have the 
approval of five Circuit Courts of Appeals, would be applicable to such 
a transaction carried into effect under the Internal Revenue Code. 

Thus it would appear that the stockholders of a parent corporation 
may exchange their stock for the subsidiary’s stock, which had been 
held by the parent, in a non-taxable transaction where the form of a statu- 
tory merger is followed even though the parent has no assets other than 
the stock of the subsidiary. Where a practical merger is to be carried out, 
however, it would be advisable for the parent corporation to have at least 
some assets to transfer to the subsidiary corporation if the transaction is 
to be a “reorganization” within the provisions of section 112(g)(1)(D) 
of the Internal Revenue Code. The transfer of assets from the parent to 
the subsidiary would not generally fall within any of the exchange provi- 
sions of section 112 but would be considered a contribution to the capital 
of the subsidiary corporation by its stockholder, the parent.** 

Taxable transactions may be obtained by having the parent holding 
company merely liquidate, which would be treated under the provisions of 
section 115(c) of the Internal Revenue Code.*® Under either set of cir- 
cumstances, that is, where the parent has no assets other than the sub- 
sidiary stock, or where the parent has some assets in addition to the sub- 
sidiary stock, the outright liquidation would be considered taxable. How- 
ever, where the parent has assets other than the subsidiary stock, if those 


35 Parent’s other assets of approximately $61,000 were less than 1/10th of 1% of the 
value of the subsidiary’s stock. 

86 See note 17 supra. 

87 Stella S. Whitaker, B.T.A. Memo. Dkt. 75011, P-H {| 37,285 (1937), aff’d, 101 F. 2d 
640 (C.C.A. 1st 1938) ; Jacob F. Schoellkopf, Jr., 35 B.T.A. 855 (1937), aff'd, 100 F. 2d 
415 (C.C.A. 2d 1938) ; Food Industries, Inc., B.T.A. Memo. Dkt. 76,538, P-H { 38,006 
(1938), aff'd, 101 F. 2d 748 (C.C.A. 3d 1939) ; H. B. Leary, Sr., 34 B.T.A. 1206 (1936), 
aff'd, 93 F. 2d 826 (C.C.A. 4th 1938) ; George O. Kolb, B.T.A. Memo. Dkt. 78632, P-H 
1 37,040 (1937), aff'd, 100 F. 2d 920 (C.C.A. 9th 1938); Helvering v. Einhorn, 100 F. 
2d 418 (C.C.A. 2d 1938). 

88 Reg. 111, Sec. 29.22(a)-16. 

89 See note 4 supra. 
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assets are transferred directly or indirectly to the subsidiary, the Commis- 
sioner of Internal Revenue would undoubtedly take such position as to 
taxability or non-taxability of the transaction, as would produce the 
greater revenue. 

The foregoing has indicated that where one corporation owns 80 per 
cent or more of the stock of another, the two corporations may combine 
their activities into one corporation in either a taxable or tax-free trans- 
action. Thus, one need only decide which method gives him the greater 
tax advantage and then follow the appropriate course to the desired result. 








“Corporate Business Purpose” 
In Reorganization 


HARVEY M. SPEAR 


we recent conflicting Circuit Court opinions, Heady v. Commissioner * 
and Survaunt v. Commissioner,’ have further increased the uncertainty 
with reference to the precise reorganizational requirements of subsection 
112(g) of the Internal Revenue Code. The conflict existed prior to the 
cases, but their disagreement points up two questions: (1) is a “corporate 
business purpose” required in reorganizations, in order for the reorganiza- 
tion to come within the tax-deferring provisions of section 112? (2) what 
is the exact meaning of the phrase, “corporate business purpose”? This 
article will attempt to trace the sources of the “corporate business pur- 
pose” doctrine and to discuss its meaning. 

The Heady case cites Bagley v. Commissioner * as authority for requir- 
ing a “corporate business purpose” in a reorganization in order to satisfy 
subsection 112(g); the Survaunt case finds no such requirement in the 
Bagley case. Since the Bazley opinion is the first expression of the Supreme 
Court that has mentioned “corporate business purpose,” we shall discuss 
that case and its background in detail. 


BAZLEY v. COMMISSIONER 


The single Bazley opinion involved two similar cases of reorganizations 
under subparagraph 112(g)(1)(E) of the Code. The companion liti- 
gation, Adams v. Commissioner,* was governed by the same decision. 

An income tax deficiency was assessed by the Commissioner against 
the taxpayer, Bazley, for the year 1939. The validity of the assessment 
depended upon whether a recapitalization of Bazley’s family corporation 
was such a reorganization as to come under the provisions of subsection 


Harvey M. Spear is a member of the January, 1948 Class of The Harvard University 
Law School. The author expresses his appreciation to Professor John M. Maguire for 
advice and guidance. 

1162 F.2d 699 (C.C.A.7th June 23, 1947). 

2162 F.2d 753 (C.C.A.8th July 28, 1947). 

8 331 U.S. 737 (June 16, 1947), opinion amended and rehearing denied October 13, 
1947. 

Note 3 supra. The Adams and Basley reorganizations differed in the bookkeeping 
entries: in Adams the corporation charged the debentures against capital with no change 
in surplus account; in Basley the corporation charged the debentures against earned 
surplus. Both exchanges were held taxable under § 115(g). 
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112(g) of the Code. The taxpayer and his wife owned 999 of the cor- 
poration’s 1,000 shares of $100 par value. Under the reorganization plan 
the taxpayer, his wife, and the holder of the single share turned in their 
old shares and received new shares of no par value, but of stated value of 
$60, at the rate of five new for one old share, plus new debenture bonds, 
having a total face value of $400,000, payable in ten years and callable 
at any time. In exchange for his 798 old shares, the taxpayer received 
3,990 new shares and debentures in the amount of $319,200. The earned 
surplus of the corporation at this time was about $850,000. 

The full value of the debentures was charged to the taxpayer as income 
by the Commissioner, and the Tax Court affirmed this determination ° 
after hearing the taxpayer contend that no gain or loss should be recog- 
nized per paragraph 112(b) (3), since this was a “reorganization” within 
its terms, being within the definition of subparagraph 112(g)(1)(E). 
The Tax Court said that it found “no legitimate corporate business pur- 
pose” in the transactions, thereby making the exchanges in connection 
with the reorganization taxable. 

In addition to the requirement of the “corporate business purpose,” the 
Tax Court added: 

If, in the course of surrender, cancellation, and redemption of the old stock 
and the issuance of the new stock and bonds, the petitioners received a dis- 
tribution which was essentially equivalent to the declaration of a taxable divi- 
dend . . . the exchange would be taxable under section 115(g). . . . (Italics 
supplied ) 

The Third Circuit Court of Appeals for the Third Circuit, sitting en 
banc, affirmed, two judges dissenting.® Its opinion mentioned the Tax 
Court’s finding that there was “no legitimate corporate business purpose,” 
but added: 


The Tax Court upheld the Commissioner, concluding that the distribution of 
the bonds was ‘essentially equivalent to the distribution of a taxable dividend.’ 


Certiorari was granted because of “the importance to the Treasury as 
well as to corporate enterprise,” * and the judgment was affirmed.® 

But the Supreme Court’s opinion does leave some uncertainty as to the 
basis of its opinion, and as to its views on the requirement of the “cor- 
porate business purpose.” Its only mention of the requirement in its 
entire opinion is at the beginning of the opinion, where, in giving a résumé 
of the history of the case, it notes that “The Tax Court found that the 
recapitalization had ‘no legitimate corporate business purpose’ and was 


54 T.C. 897 (1945). 
6155 F.2d 237 (C.C.A.3d 1946). 
7 329 U.S. 695 (1946). 
8 Note 3 supra. 
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therefore not a ‘reorganization’ within the statute.” That the Supreme 
Court’s opinion in the Bazley case stands for the requirement of a “cor- 
porate business purpose,” as suggested by the Heady case, is by no means 
certain ; but it is submitted that unless the requirement is construed into the 
statute, the other possible grounds for the Bazley decision become pre- 
posterous on their own. 

The Survaunt case disagrees with the above reasoning and suggests 
that another statement of the Supreme Court represents the basis of the 
opinion: the Court said, in the Basley case, that it was construing “recapi- 
talization” “with reference to the presuppositions and purpose of subsec- 
tion 112(g),” and then stated that “It was not the purpose of the reorgani- 
zation provision to exempt from payment of a tax what as a practical 
matter is realized gain.” 

But is this the principal basis for the Court’s decision for the Com- 
missioner? The sentence last quoted above, standing alone, seemingly 
would disregard the very distinction between recognized and non-recog- 
nized gain in section 112. Section 112 determines what part of the gain or 
loss, determined under section 111, is recognized. Section 111 determines 
the amount of the gain or loss by subtracting from the amount “realized” ° 
the adjusted basis of section 113. Thus it appears that even if gain is 
“realized,” it would not be recognized in the exceptions under section 112. 
Although section 115 makes corporate distributions taxable where made 
out of earnings and profits, section 112 spells out in great detail the cases 
where gains and losses from exchanges are not to be recognized at all. 
Paragraph 112(b) (3) states that: 

Sec. 112(b) (3). No gain or loss shall be recognized if stock or securities in 
a corporation a party to a reorganization are, in pursuance of the plan of 


reorganization, exchanged solely for stock or securities in such corporation 
or in another corporation a party to the reorganization. 


Therefore, if the statement of the Supreme Court means that wherever 
there is realized gain, section 112 does not apply, it introduces an entirely 
new concept of section 112 into tax law. It is felt that the Court did 
not intend so to construe away the very significance of section 112. The 
Supreme Court itself has expressly said that section 115 does not limit 
section 112 in a case cited in the Bazley opinion, Commissioner v. Bedford 
Estate, which stated: 

. the classifications of section 115, which governs ‘Distributions of Cor- 


porations’ apart from reorganizations, . . . do not apply to a situation arising 
within section 112.° 


The Court implies that these debentures were taxable as “realized gain” 
because the Tax Court had found they were “essentially equivalent to a 


9 325 U.S. 283, 291 (1945). 
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taxable dividend.” Under current interpretation of section 115 many stock 
dividends are taxable; and under the implications of Helvering v. 
Griffiths,° Congress can constitutionally tax all stock dividends. But a 
literal interpretation of the statement in Bazley that paragraph 112(b) (3) 
does not exempt “realized gain,” would indicate that wherever a reorgani- 
zation results in the issuance of stock that might be taxable apart from 
the reorganization, then it is taxable, subsection 112(b) notwithstanding. 

Since the suggestion that all “realized gain” is taxable, other sections of 
the Code notwithstanding, does not seem sound by itself, we are lead to 
the thought that perhaps the Supreme Court meant to qualify the statement 
to instances where there was “no legitimate corporate business purpose.” 
If so, its statement in the Bazley opinion might be read: 
It was not the purpose of the reorganization provision to exempt from 
payment of a tax what as a practical matter is realized gain, in the absence of 
a ‘corporate business purpose.’ (Words in italics supplied) 

Still a third basis for the decision was suggested on October 13, 1947, 
when the Supreme Court amended its opinion in the Bazley case by chang- 
ing the last sentence of its discussion of Bazley’s reorganization to read: 


And even if this transaction were deemed a reorganization, the facts would 
equally sustain the imposition of the tax on the debentures under sec. 
112(c)(1) and (2). Commissioner v. Estate of Bedford, 325 U.S. 283. 


But the amending language is clearly contrary to the language of sub- 
section 112(c), which applies only to “other property” and not to “securi- 
ties”; subsection 112(c) says: 

Sec. 112(c)(1). If an exchange would be within the provisions of subsection 
(b) (1), (2), (3), or (5) . . . of this section if it were not for the fact that 
the property received in exchange consists not only of property permitted 
by such paragraph . . . to be received without recognition of gain, but also 
of other property or money, then the gain . . . shall be recognized, but in 
amount not in excess of the sum of such money and the fair market value 
of such other property. . . . (Italics supplied) 


The Bedford case clearly limited itself to a tax on $45,240 in cash re- 
ceived in a reorganization exchange, where 3,000 shares of cumulative 
preferred stock of $100 par value in a given corporation were ex- 
changed in 1937 by the estate for 3,500 shares of cumulative preferred 
stock of $75 par value, plus 1,500 shares of common stock of $1 par 
value, and the $45,240 in cash. The important thing for us to note is that 
there was a gain to the estate of $139,740, and that more of this gain than 
the cash alone was attributable to the 1937 earnings and profits of about 
$309,000, hence more than the cash alone would be taxable gain, were it 


10 318 U.S. 371 (1943). 
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not in the form of “securities” excepted from tax under subsection 112 (b). 
Said the Supreme Court in the Bedford case: 


Admittedly the recapitalization was a reorganization . . . so that only the 
cash received, but none of the stock, is taxable. (Italics supplied) 


The Bedford case was support for the amending statement of the Court 
in the Bazley case only if the Supreme Court intended to find that the 
debentures were not “stock or securities” within paragraph 112(b) (3), 
but were “other property” within paragraph 112(c)(1). But such a hold- 
ing would be a direct reversal of the established rule that medium or long- 
term bonds are securities within the Code. Helvering v. Watts*™ held 
secured bonds were “securities” within paragraph 203(b) (2) of the 1924 
Revenue Act ; and Helvering v. Tyng * held that unsecured 20-year bonds 
were likewise “securities” within the Code. Only short-term bonds have 
been held not to be “securities.” ** 

Just what the Supreme Court had in mind in the Bagley case is not 
clear."* The three above-suggested bases for its decision might be alter- 
native, or they might be mutually dependent. The Tax Court did clearly 
set forth “corporate business purpose” as a requisite for a reorganization’s 
inclusion within the meaning of subsection 112(g). The Supreme Court 
did mention two further bases. But it is simpler to reason that the Su- 
preme Court interpolates the requirement of a “corporate business pur- 
pose” into subsection 112(g), than to ponder whether the Court meant to 
say that section 112 did not apply to any transaction involving what might 
be a dividend under section 115, or that the debentures were not “securi- 
ties” but were “other property.” 

This “corporate business purpose” doctrine is not completely new; it 
has a very interesting history of case law evolution. Since these cases, in 
evolving the doctrine, were endeavoring to interpret the Congressional 


11 296 U.S. 387 (1935). 

12106 F.2d 55 (C.C.A.2d 1939), reversed on other grounds, 308 U.S. 527 (1939): 
reversal order merely cited Le Tulle v. Scofield, notes 31, 87 infra, indicating reversal 
was based on lack of “continuity of interest.” 

18L, & E. Stirn vy. Comm’r, 107 F.2d 390 (C.C.A.2d 1939). 

14 Nor does the suggestion of RABKIN AND JOHNSON satisfactorily explain the rule of 
the case. They write, “Perhaps the Supreme Court’s test may be expressed as follows: 
if the basic purpose of the transaction could have been accomplished without a reorgani- 
zation, and if the basic feature of the entire plan may be traced independently of the 
reorganization, then that single feature may be taxed as though it were not a part of 
a reorganization,” FepeRAL INcoME Girt AND Estate Taxation vol. I, S-1, {| 2, 1608a 
(1947). 

This suggestion is broader than the present doctrine in some instances, and in others 
would be more restrictive and would eliminate transactions that the present rules would 
not invalidate. Some further difficulty might arise from their phrase, “could have been 
accomplished without a reorganization.” 
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intent in writing this section, we look to the legislative history of the sec- 
tion before making a detailed study of the judicial development of the 
doctrine. 

LEGISLATIVE HiIsTORY 


The Revenue Acts of 1913, 1916, and 1917 contained no specific pro- 
visions relating to exchanges of property in connection with corporate 
transactions, and were of no help in reorganization exchanges. In cases 
arising under those Acts, the Supreme Court held that, however minor the 
changes in the corporation, the exchanges in reorganization were subject 
to tax as any other exchange involving gain.*® 

The 1918 Act was the first to mention reorganizations and made defer- 
ment of the tax an exception to the normal treatment on gains from regu- 
lar exchanges.*® No enlightening definition of “reorganization” was given 
in the regulations under the Act. The only indication of Congressional 
intent is in the Committee Reports, which noted that their purpose was “to 
negative the assertion of tax in the case of certain purely paper trans- 
actions.” ?* : 

The 1921 Act was preceded by detailed discussions on the reorganiza- 
tion sections, but no further light is shed as to how Congress might have 
felt toward requiring a “corporate business purpose.” The Committee 
Reports on this Act reiterated the Congressional desire to permit business 
readjustment without immediate tax consequences."* 

The 1924 Act was the result of even greater effort, and “was preceded 
by suggested drafts of the statute presented by the staff of the Treasury 
Department with an elaborateness probably never exceeded in American 
internal revenue legislation.” *® It became the “nucleus of all later acts.” *° 


15 United States v. Phellis, 257 U.S. 156 (1921), a new company organized under the 
laws of a different state held essentially different from the old corporation from which 
*¥ received its assets; Rockefeller v. United States, 257 U.S. 176 (1921), a subdivision 
of assets into two corporations held taxable because shareholders’ interest changed by 
virtue of the split into separate businesses; Cullinan vy. Walker, 262 U.S. 134 (1923), a 
holding company held essentially different from its operating company. 

16 Sec. 202(b), Revenue Act of 1918, said: “When in the case of any such reorgani- 
zation, merger, or consolidation the aggregate par or face value of the new stock or 
securities received is in excess of the aggregate par or face value of the stock or securi- 
ties exchanged, a like amount in par or face value of the new stock or securities received 
shall be treated as taking the place of the stock or securities exchanged, and the amount 
of the excess in par or face value shall be treated as a gain.” 

Par value, however, was hardly a conclusive representation of the true value of the 
security, and it has been suggested that this feature of the statute rendered it unconsti- 
tutional. See 2 Paut AND MERTENS, FEDERAL INCOME TAXATION 99 (1934). 

17 Sen. Rep. No. 617, 65th Cong., 3d Sess. 5 (1918) ; 1939-1 Cum. Buty, (Part 2) 120. 

18 Sen. Rep. No. 275, 67th Cong., 1st Sess. 11, 12 (1921) ; 1939-1 Cum. Buty. (Part 2) 
189. 

19 BAAR AND Morris, HippEN TAXES IN CorPoRATE REORGANIZATIONS 16 (1935). 
20 Paut, Stupies In Feperat TAXATION (Turrp Serres) 24 (1940). 
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Again the drafters noted the desirability of permitting reorganizations “in 
order that ordinary business transactions will not be prevented on account 
of the provisions of the tax law,” * and further recognized the importance 
of taxpayers being able “to determine prior to the consummation of a 
given transaction the tax liability that will result therefrom.” ?* Some light 
is shed on Congress’ attitude on the subjective test of intent in tax legisla- 
tion in the part of the Committee Report dealing generally with section 
112 exchanges ; said the Senate Finance Committee Report : 


The intention of the party at the time of the exchange is difficult to deter- 
mine, is subject to change by him, and does not represent a fair basis of deter- 
mining tax liability.?* 


But Congress gave no other indication as to what its attitude might have 
been toward the “corporate business purpose” requirement, had it thought 
about it. 

The 1924 Act continued without major revision until the 1934 Act, 
when a House subcommittee was formed to consider methods of pre- 
venting tax avoidance. This subcommittee recommended the abolition of 
the exchange and reorganization provisions,** but the Treasury opposed 
such abolition and countered with a request for authorization to the 
Treasury to make rules and regulations to carry out legislative intent.* 
The request was refused and the Treasury was left with its regular en- 
forcement authority under section 62. The floor discussions of the 1934 
Act, the committee reports, and Treasury correspondence emphasized the 
mutual desire to prevent the use of the reorganization provisions to get 
around sales, or to accomplish step-ups of the tax base. But there is no 


21H. R. Rep. No. 179, 68th Cong., Ist Sess. 13 (1924); 1939-1 Cum. Bui. 
(Part 2) 251. 

22 Gregg, Statement of the Changes Made in the Revenue Act of 1921 by the Treasury 
Draft and Reasons Therefor, N. Y. Times, Jan. 5, 1924, p. 1, col. 2, adopted in H. R. Rep. 
179 supra and in SEN, Rep. No. 398, 68th Cong., Ist Sess. (1924) ; 1939-1 Cum. Butt. 
(Part 2) 276. 

23 Sen. Rep. No. 398 supra at 14; 1939-1 Cum. Butt. (Part 2) 276. 

24 Prevention of Tax Avoidance, Preliminary Report of a Subcommittee of the Com- 
mittee on Ways and Means, Ways AnD Means Suscom. Rep. (Dec. 4, 1933) ; SEIDMAN, 
LecisLaTivE History oF FEDERAL INcoME Tax Laws 332 (1938). 

25 The letter from the Secretary of the Treasury to the House Committee said: “The 
Treasury regards it as desirable that business readjustments be permitted without tax 
consequences in cases where the stockholders in the enterprise are retaining their inter- 
est without the receipt of cash and the essential continuity of the business is being 
preserved. On the other hand, the Treasury has suffered loss of revenue in recent years 
through the adroitness of attorneys in planning sales in such a way as to come within 
the scope of the reorganization provisions.” (Italics supplied) ; 78 Conc. Rec., Part 3 
(House, Feb. 14, 1934) 2512; see H. R. Rep. No, 704, 73d Cong., 2d Sess. 8 (1934) ; 
1939-1 Cum. Butz. (Part 2) 560, 561. 
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indication in all the discussions of this Act that would remotely resemble 
Congressional approval or disapproval of the “corporate business purpose” 
requirement. The reorganization provisions have remained virtually un- 
changed since the 1934 Act. 

As for the administrative background of the Bagley case, we find that 
the present regulation on the subject has remained effectively unchanged 
since first it was promulgated. The Congress had, in drafting the 1934 
Revenue Act, denied the Treasury the strong request of its Secretary for 
the “power to make rules and regulations” governing the scope of the re- 
organization provisions; prior to 1934 the reorganization regulations had 
been silent on the subject. Nevertheless, in Regulations 86 under the 1934 
Act, the Treasury did spell out what the Treasury thought the purpose of 
Congress had been: 


Art. 112(g)-1. The purpose of the reorganization provisions of the Act is 
to except from the general rule certain specifically described exchanges inci- 
dent to such readjustments of corporate structures, made in one of the 
particular ways specified in the Act, as are required by business exigencies, 
and which effect onlj a readjustment of continuing interests in property 
under modified forms. Requisite to a reorganization under the Act are a 
continuity of the business enterprise under the modified corporate form, and 
@ continuity of interest therein on the part of those persons who were the 
owners of the enterprise prior to the reorganization. . . . 

The provisions of the Act referred to . . . are inapplicable unless there 
is a plan of reorganization. A plan of reorganization must contemplate the 
bona fide execution of one of the transactions specifically described as a 
reorganization. . . . Such transaction and such acts must be an ordinary and 
necessary incident of the conduct of the enterprise and must provide for a 
continuation of the enterprise. 

Art. 112(g)-2. . . . the transaction . . . embraced in a plan of reorgani- 
zation must not only come within the specific language of section 112(g)(1), 
but the readjustments involved in the exchanges effected in the consummation 
thereof must be undertaken for reasons germane to the continuance of the 
business of a corporation a party to the reorganization. (Italics supplied)** 


As pointed out by prominent writers on this subject, this regulation was 
a derivative of court decisions on prior statutes,*” and, at the time it was 
promulgated, was believed to be “of doubtful soundness.” * Since these 
same court decisions are quoted as authority for the Bagley decision and 
distinguished in the Survaunt opinion, we look to the judicial background 
of the “corporate business purpose” doctrine. 


26 Reg. 86 (Revenue Act of 1934), arts. 112(g)-1, 2. The same language appears in 
the latest regulation on the reorganization sections of the present statute. See Reg. 111, 
Sec. 29.112(g)-1, 2, as amended by T.D. 5402. 

27 Similar language is found in the Circuit Court decision of Gregory v. Helvering 
(note 39 infra), at 811. 

28 BAAR AND Morris, HippEN TAXES IN CorPORATE REORGANIZATIONS 24 (1935). 
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JupictaL DEVELOPMENT 


Justice Frankfurter in the Bazley opinion cited three cases together as 
establishing his right to look to the purpose of the reorganization in ap- 
plying the statute; they were Pinellas Ice and Cold Storage Co. v. Com- 
missioner,” Gregory v. Helvering,® and Le Tulle v. Scofield.** A study 
of the three indicates that the Le Tulle case is an application of the 
Pinellas case, and that the Gregory case is the origin of the “business or 
corporate purpose” doctrine and cites the Pinellas case and Cortland 
Specialty Co. v. Commissioner ** as controlling it. Thus to get to the very 
bottom of this line of development and to appreciate the significance of 
the “corporate business purpose” doctrine, we would do well to reconstruct 
our judicial ladder chronologically. 

Although the predecessors of the reorganization provisions under dis- 
cussion were enacted in the 1921 and 1924 Acts, no important litigation 
developed under them until the early 1930s. The Treasury Department 
had in 1926, and again in 1930, acquiesced in the long-established rule of 
the Supreme Court that a purpose to avoid taxes was immaterial.** 

The Supreme Court in the Pinellas case, in 1932, established a require- 
ment that there must be a “continuity of interest” in all the transactions of 
a reorganization, in order for any exchange in connection therewith to 
come within the tax-deferring provisions of the Revenue Acts.** This 
“continuity of interest” doctrine, first enunciated by the Fifth Circuit 
Court in the Pinellas case,** was given important added support a few 
months after the Fifth ‘Circuit’s opinion by Judge Learned Hand who, 
speaking for the Second Circuit in Cortland Specialty Co. v. Commis- 
sioner,*® disallowed a reorganization on the ground that : 


Reorganization presupposes continuance of business under modified corporate 
forms. (Italics supplied) 


Two years later the notable case of Gregory v. Helvering *" reached the 
Second Circuit Court of Appeals and, in the following year, the Supreme 


29 287 U.S. 462 (1933). 

30 293 U.S. 465 (1935). 

31 308 U.S. 415 (1940). 

8260 F.2d 937 (C.C.A.2d 1932). 

33S. M. 4911, V-1 Cum. Butt. 250, 253 (1926) ; and I. T. 2542, IX-2 Cum. Butt. 126 
(1930). 

84 The Court did explain its decision in the Pinellas case on the ground that the 
secured notes were not “securities” within the Act, but it is generally conceded today 
that the Court was trying to say that because the bonds did not provide a “continuity of 
interest,” they were not such “securities” as were envisaged by the Act. See Griswold, 
“Securities” and “Continuity of Interest,” 58 Harv. L. Rev. 705 (1945). 

8557 F.2d 188 (C.C,A.5th 1932). 

86 Note 32 supra. 

87 Note 30 supra. In the following excerpts, italics are supplied. 
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Court. In this case the taxpayer formed a new corporation, had trans- 
ferred to it part of the property of her old corporation, and then liqui- 
dated the new corporation. No other business was transacted, nor in- 
tended to be transacted, by the new corporation; its sole usefulness was in 
serving as a conduit for transferring the securities the taxpayer sought to 
transfer from the old corporation to herself, without paying the regular 
dividend tax. The Commissioner imposed a tax, regarding the reorganiza- 
tion as without substance. The Board of Tax Appeals upheld the tax- 
payer ** but the Second Circuit Court reversed.** In an opinion brilliantly 
written to justify judicial legislating through the medium of statutory 
interpretation, Judge Learned Hand stated: 





. . . the underlying presupposition is plain that the readjustment shall be 
undertaken for reasons germane to the conduct of the venture in hand, not as 
an ephemeral incident, egregious to its prosecution. . . . 


Citing the Pinellas and Cortland cases as “pertinent, if not authoritative,” 
Judge Hand refused to uphold the reorganization on the ground that “the 
transactions were no part of the conduct of the business of either or both 
companies ; so viewed they were a sham.” 

Justice Sutherland, for the Supreme Court, affirmed the Circuit Court, 
and found that there was no “reorganization” within the meaning of the 
statute, because the transactions were “an operation having no business 
or corporate purpose.’ Here we have the origin of the “business or 
corporate purpose” doctrine. From the Circuit Court and Supreme Court 
opinions one derives the conclusion that the real criticism of the trans- 
actions centered about the “ephemeral” aspect of the new corporation, and 
that the Courts refused to uphold the reorganization because it was a 
“sham.” The Gregory result could also have been explained by the 
already-existing rule established by the Pinellas and Cortland cases: there 
was lack of any “continuance of the business.” Many cases have limited 
the Gregory case to just such a result. But the Commissioner was quick to 
seize upon Justice Sutherland’s phrase, “business or corporate purpose,” 
and create a new and separate doctrine out of it. 

Whether the Supreme Court in the Gregory case had the “continuance 
of the business” in mind or not, no one but the Court can say. Whatever 
it was thinking, the Court’s language was responsible for the creation of 
a new concept, “business or corporate purpose.” The comments on the 
case varied: some writers found the decision confusing,“® others thought 


88 27 B.T.A. 223 (1932). 

8969 F.2d 809 (C.C.A.2d 1934). 

40 PauL, Stupies IN FEDERAL TAXATION (Turrp Series) 125 (1940) ; Montcomery, 
FEpERAL INcoME Tax Hanpsook 185 (1935). 
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it was unsound,“ while still others recognized it as most significant “* and 
far-reaching ; ** some writers urged that its application be limited.“* The 
Gregory decision has been cited in hundreds of cases, but the precise mean- 
ing of its by-product, “business or corporate purpose,” is still very in- 
definite and uncertain.** As will be pointed out hereafter, some cases have 
cited it to uphold a “reorganization,” while others have distinguished it 
as inapplicable in similar situations. 

Supreme Court opinions are of little help in interpreting the doctrine, 
for few cases have reached the Court on this subject. Two of the rare in- 
stances of Supreme Court review of the Gregory doctrine came up in 1935 
and 1938, and involved the same taxpayer and the same reorganization. 
In Helvering v. Minnesota Tea Company, the Tea Company had re- 
organized by segregating part of its assets in a newly-created subsidiary 
corporation, the stock of which it transferred to the Tea Company’s stock- 
holders ; it then entered with the Grand Union Company into a reorganiza- 
tion whereby the remainder of its assets were conveyed to the Grand Union 
in exchange for cash and voting trust certificates. The cash was distrib- 
uted to the Tea Company shareholders, who then paid the Company’s 
debts. The first reorganization was regarded as a preliminary reorganiza- 
tion, presumably intended to cause the transfer to the Grand Union to 
involve “substantially all” of the Tea Company assets in accordance with 
clause (A) of the provisions of the 1924 statute.** 

The Supreme Court held that the first reorganization came within the 
requirements of the statute; its sole comment upon the Gregory case was: 


Gregory v. Helvering . . . revealed a sham—a mere device intended to 
obscure the character of the transaction. We, of course, disregarded the mask 
and dealt with realities. The present record discloses no such situation; 
nothing suggests other than a bona fide move. 


The second case on the same facts regarded the assumption of liabilities 
as “other property or money” and imposed a tax to the extent of the debts 
which were paid.** Thus, in its first gloss on Gregory v. Helvering, the 
Supreme Court limited the case to “sham” transactions; and the subse- 


41 BAAR AND Morris, HippEN TAXES IN CorPORATE REORGANIZATIONS 8 (1935) ; 2 Pau 
AND MERTENS, LAw or FEDERAL INCOME TAXATION 141 § 17.48 (1940) ; Hills, “Reorgani- 
sation” Under the Revenue Act of 1934, 12 Tax Mac. 411 (August, 1934). 

42 Fahey, Tax Definition of Reorganization, 39 Cor. L. Rev. 933, 937 (June, 1939). 

48 Holzman, Ten Years of the Gregory Case, 79 J. Accountancy 215 (1945). 

44 MonTGOMERY, FEDERAL INcomME Tax Hanpsoox 186 (1935). 

45 “The limits of the Gregory rule are still uncertain,” RABKIN AND JOHNSON, FEDERAL 
IncoME Girt AND EstaTE TAXaTion, vol. I, S-1, § 2, 1608a (1947). 

46 296 U.S. 378 (1935). 

47 Sec. 203(h) (1), Revenue Act of 1924. 

48 Minnesota Tea Co. v. Helvering, 302 U.S. 609 (1938). 
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quent Supreme Court cases which cited it further confined the “business 
purpose” doctrine.* 

Very soon after the first Minnesota Tea case, the Supreme Court 
denied certiorari in Chisholm v. Commissioner,®° and the Second Circuit 
Court’s decision became final, with an opinion which limited the Gregory 
principle to where the incorporators of the new corporation “really meant 
to conduct a business by means of the . . . reorganized companies.”’ In 
the Chisholm case private individuals formed a partnership, and each 
transferred to it certain securities which had appreciated in value; the 
securities were then sold by the partnership and the tax on the large 
profit resulting from the already-appreciated value was thus postponed 
until dissolution of the partnership. The Second Circuit Court upheld 
this transaction and the true nature of the partnership, which the Commis- 
sioner had been contesting. The Circuit Court of Appeals carefully 
pointed out the distinction of the Gregory case between the presence of a 
tax avoidance motive and the absence of a “business purpose,” implying 
that the desire to conduct business in one form of business organization 
rather than in another is sufficient business purpose. 

A District Court similarly limited the Gregory holding in Bremer v. 
White, a case involving facts almost identical to those of the Gregory 
case. The Court upheld the “reorganization” in the absence of evidence 
showing that the new corporation did in fact liquidate soon after the 
reorganization. The facts of the Bremer case and Gregory v. Helvering 
were strikingly similar. 

49 Helvering vy. National Grocery Company, 304 U.S. 282, 288 (1938) cited it in 
upholding the constitutionality of a tax imposed upon undistributed profits accumulated 
for the purpose of preventing a surtax on the stockholders. Griffiths v. Commissioner, 
308 U.S. 355, 358 (1939) cited it in taxing the sole shareholder of a corporation as the 
real vendor in a sale where, after he had negotiated with the prospective purchaser, he 
had turned the subject of the sale over to the newly-formed corporation, which then 
made the sale. Higgins v. Smith, 308 U.S. 473, 476 (1940) distinguished it and limited 
the Gregory case to the proposition that “a transfer of assets without business purpose 
but solely to reduce tax liability” could be disregarded for tax purposes. Helvering v. 
Alabama Asphaltic Limestone Company, 315 U.S. 179, 185 (1942) said that the “transi- 
tory phases of an arrangement frequently are disregarded . . . where they add nothing 
of substance to the completed affair. Gregory v. Helvering.” Moline Properties, Inc., 
v. Comm’r, 319 U.S. 436, 439 (1943) said: “In general, in matters relating to the 
revenue, the corporate form may be disregarded where it is a sham or unreal... 
Gregory v. Helvering.” Comm’r vy. Court Holding Company, 324 U.S. 331, 334 (1945) 
cited it in holding that “a sale by one person can not be transformed for tax purposes 
into a sale by another by using the latter as a conduit through which to pass title.” 
And John Kelley Company v. Comm’r, 326 U.S. 521, 525, 532 (1946) first distinguished 
it as applying to cases of “wholly useless temporary compliance with statutory literal- 
ness which this court condemned as futile, as a matter of law, in Gregory v. Helvering,” 
and later added that it applied only where the “arrangements were a sham.” 

50 79 F.2d 14 (C.C.A. 2d 1935), cert. denied, 296 U.S. 641 (1935). 
5110 F. Supp. 9 (D. Mass. 1935). 
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In the Bremer case, General Electric had organized Electric Bond and 
Share Securities Corporation for the purpose of distributing to its share- 
holders the stock of its wholly-owned subsidiary, Electric Bond and Share 
Corporation. But in this case the taxpayer was contending no “reorgani- 
zation” took place, and the Commissioner had determined that a “reor- 
ganization” had taken place, hence the tax basis of the taxpayer’s General 
Electric stock was depleted by the transfer. The taxpayer had sold some 
General Electric stock and claimed the tax basis was her original cost, 
not the Commissioner’s allocated basis. 

The record was silent as to whether the Securities Corporation did in 
fact liquidate and distribute the Electric Bond and Share Corporation 
shares to its stockholders. In the absence of such a showing, the court 
first assumed that the Securities Corporation continued to function as a 
corporation, exercising its corporate powers for at least a substantial period 
of time after its organization, and then held that, on the assumption, 
a tax-free exchange had taken place. The Gregory doctrine was thus 
limited to instances where it could be shown that the new corporation was 
dissolved very soon after incorporation. 

In Lea v. Commissioner * again it was the Second Circuit that limited 
the Gregory doctrine in reversing the Board of Tax Appeals. In this case 
the Board had refused to recognize a “reorganization” where a new 
corporation had been formed to take over several different patents held 
by two different concerns; the reorganization had been suggested by a 
prospective purchaser of the patents, since he desired to have control of 
them centralized in one new concern, which he planned to purchase. But 
then this purchaser changed his plan of purchase for tax reasons; he de- 
cided to purchase the patents directly in order to have a higher deprecia- 
tion base, for the patents had greatly increased in value since they were 
first acquired by the true seller. The new corporation was liquidated in 
accordance with the new plan. The Board held that the exchanges in the 
original reorganization were taxable, pointing out that the new corporation 
served no useful purpose in the transfer, hence that there was no “reor- 
ganization.” ** But the Circuit Court called it an error to regard the 
transactions as “not germane to the business of transfer” of the patents 
to the new buyer and held that there was sufficient business purpose to 
uphold the “reorganization.” 

Not only had the federal courts confined the Gregory decision closely in 
cases of similar factual issues until the Bazley case, but the Board of Tax 
Appeals also followed this restrictive interpretation in most instances. 
Where the sole purpose of the reorganization was to avoid corporate tax 


5296 F.2d 55 (C.C.A.2d 1938). 
58 35 B.T.A. 243 (1937). 
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in a sale, the Board applied the Gregory rule.** It did not do so in a case 
where the transaction was considered a genuine one, and not a sham.*° 

In one of the first recapitalization cases to come before it, the Board of 
Tax Appeals sustained the recapitalization, where there was evidence of 
no other motive than to save corporate taxes by exchanging preferred 
stock for debenture bonds.” 

Another reorganization of benefit only to the shareholders involved a 
change of the corporate structure so that those officers and employees who 
wished to could continue under the old profit-sharing plan, and others 
desiring to drop out could get new stock. The reorganization was upheld.” 
And where the stockholders, both holding common, split into two groups, 
one of which wanted to obtain preferred for their common, the other 
desiring to retain the common, the Board likewise upheld the reorgani- 
zation.”® 

But the Board continued to apply the Gregory principle where the sole 
purpose of the reorganizations was to reduce corporate taxes. One in- 
stance involved the consolidation of one corporation with a second corpora- 
tion which had shown a large loss and gone out of business, in order to 
include the loss on a consolidated balance sheet.°® Another case involved 
a foreign corporation organized solely to reduce taxes. 

The Commissioner has endeavored to use the Gregory doctrine to 
disallow a reorganization involving the merger of an operating company 
and its parent holding company. The decisions on this point are unanimous 
in granting that the interrelation does not negative a business purpose. 
In connection with such reorganizations, it is difficult to see any purpose 
that the subsidiary corporation might have other than the interest of its 
parent holding corporation. The sole purpose of such reorganizations is 
obviously to benefit the stockholder, the parent company. Yet it has 
never been suggested by the courts that these reorganizations are not 
within the terms of section 112. 

In Edith B. Bass,°* which deserves special consideration, the facts 
were very similar to those in Bazley, but the reorganization was upheld by 
the First Circuit Court. In the Bass case the reorganization was effected to 


54 Electrical Securities Corporation, 34 B.T.A. 988 (1936). 
55 James Lee Johnson, 37 B.T.A. 155 (1938). 
s6L. & E. Stirn, Inc., 39 B.T.A. 143 (1939), rev’d on other grounds, 107 F.2d 390 
(C.C.A.2d 1939). 
57 Chester A. Souther, 39 B.T.A. 197 (1939). 
58 Elmer W. Hartzel, 40 B.T.A. 492 (1939). 
59 J. D. & A. B. Spreckels Co., 41 B.T.A. 370 (1940). 
60 The Ardbern Co., Ltd., 41 B.T.A. 910 (1940). 
61 Comm’r v. Webster’s Estate, 131 F.2d 426 (C.C.A.5th 1942). 
62 45 B.T.A. 1117 (1941). 
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give the shareholders more readily marketable securities arid to give the 
corporation a reserve of authorized, unissued preferred stock, which 
could be sold in the future in order to obtain working capital. Under the 
plan, the 600,000 shares of old no par common stock were changed to 
600,000 shares of no par common stock plus 50,000 shares of preferred 
stock of $100 par value. This was done by exchanging 30,000 shares of 
new preferred stock for 300,000 shares of old common stock, and then 
increasing the outstanding 300,000 shares to 600,000 shares in a two- 
for-one split. No change was made in existing surplus or undivided profits 
accounts. 

The Board of Tax Appeals found that there was no business purpose 
in the transaction, citing Gregory v. Helvering, and hence that there was 
no reorganization within the statute. It found that the exchange was 
taxable under section 115 as accomplishing the same result as a stock 
dividend.®* But the Circuit Court reversed, saying that “the transaction 
was a ‘recapitalization’ within the meaning of subparagraph 112(g) 
(1)(D).” The Circuit Court distinguished the Gregory case with the 
statement that there “the creation of the ephemeral new corporation was 
simply an operation having no business or corporate purpose,” whereas 
in the Bass case the transaction had a “genuine business purpose.” 

In Jacob Fischer,“ involving reorganizational purposes similar to those 
of the Bazley and Heady cases, the reorganization was upheld. In the 
Fischer case, the reorganization was effected at the death of the majority 
(52 per cent) shareholder, for the purpose of maintaining the existing 
management in the event of sale of the decedent’s shares by his estate. 
The reorganization involved exchanging the 7,000 old shares of $100 par 
value common, for 35,000 shares of new common of $10 par value and 
14,000 shares of new preferred of $25 par value. The Commissioner had 
contended that the preferred stock was a dividend, but the Board refused 
to support him, holding that this recapitalization had sufficient business 
purpose to come within the tax-deferring provisions of the Code.® 

The Board of Tax Appeals, in Edgar M. Docherty, again refused 
to sustain the Commissioner’s contention that the Gregory case was ap- 
plicable where the corporation was a small one, in which the officers owned 
almost all the stock, and where the recapitalization involved the change of 
capital stock of par to no par and the issuance of 5 per cent 20-year deben- 
ture bonds, subordinated to the claims of other creditors. The only pur- 
pose in the Docherty case, other than the saving of taxes, was to facilitate 

88 [bid. 

64 46 B.T.A. 999 (1942). 

85 Ibid. 

86 47 B.T.A. 462 (1942). 
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the purchase of shares, in the event of the death of any of the four share- 
holders, by reducing the value of each share. 

In Annis Furs, Inc.,°° the Tax Court in 1943 found that the issuance 
of 6 per cent 20-year gold debenture bonds in exchange for 64 per cent 
cumulative preferred stock in a recapitalization had sufficient business 
purpose to come within the tax-deferring provisions of the statute. More- 
over, in the first of two cases on the above issues, involving the allowance 
of the interest deduction as an expense, the court said that “the reasons 
satisfactory to themselves” [the corporation and preferred stockholders ] 
in making the reorganization changes were sufficiently good business 
reasons to legitimatize the interest deduction.** 

It was on December 11, 1943, that Judge Harron first enunciated the 
phrase “business purpose to the corporation” in disallowing a deduction 
for interest on alleged loans made to the corporation by its two share- 
holders. The question was “whether or not there was any substance to 
the entire transaction” in which the preferred stock was retired and the 
loans made. The Commissioner cited Gregory v. Helvering to support his 
contention that the transactions should be deemed ineffective to establish 
the deduction for interest on the loans. Judge Harron noted that the 
“purported retirement of the preferred stock was a sham” and that it 
served no “business purpose to the corporation.” She pointed out, 
furthermore, that the interest rate on the loans was 6 per cent, when 
the corporation could have borrowed from a bank at 3 per cent, and 
concluded : 


. . . the arrangement was for the purpose of giving each stockholder some 
independent means outside of their proprietary interest in petitioner as evi- 
denced from stock ownership. If that was the purpose, it does not aid peti- 
tioner. It has been said frequently that arrangements to suit the personal 
convenience of shareholders cannot be held to relate to the business and busi- 
ness purposes of a corporation, where no business purpose to the corporation 
is served. . . . (Italics supplied) 


This is the first record that could be found of any phrase similar to the 
Tax Court’s “corporate business purpose” in the Basley case. It was 
probably an extension of the Gregory formula “business or corporate 
purpose” (italics supplied) ,—for obviously Judge Harron’s phrase, “busi- 
ness purpose to the corporation,” and Justice Sutherland’s phrase, “busi- 
ness or corporate purpose,” are not synonymous. It is an easier step, 
however, from Judge Harron’s “business purpose to the corporation” to 
the Bazley opinion’s “corporate business purpose.” 








87 Cf. the first reason in the Basley case, note 83 infra. 

682 T.C. 1096 (1943). 

68a] TCM 504, 508 (1943). 

69 The Humko Company, 2 TCM 1121 (1943) ; 1943 P-H Memo. Dec. § 43,511. 
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The Tax Court was quick to extend Judge Harron’s creation; in a 
case quite similar to the Survaunt case, the Tax Court held just the oppo- 
site of its holding in the Survaunt case."° The reorganization involved the 
issuance of preferred stock and common in exchange for the old common, 
so that the taxpayers might pay some private debts. The Tax Court there 
held that there was no real purpose, where the only objective was to per- 
mit the shareholders to pay off debts. 

The Bazley case was next in the judicial development of the doctrine, 
and the Heady and Survaunt cases bring the development up to date. 
The facts of these conflicting interpretations of the Bazley rule bear 
some discussion. 

In the Heady case the founder of the corporation owned 888 shares of 
the 1,000 no par common stock. He was killed in an accident in December, 
1938. His will directed that the stock be held no longer than necessary 
for its sale; he did not desire that the estate continue to run his business. 
The court directed his executor to offer the stock for sale; the bids received 
were far below the fair book value of the stock, and the court ordered the 
executor to hold the stock and continue to run the company until further 
order. But the business was of the type that depended for its success 
primarily upon the particular experience and skill of the manager. The 
most desirable manager that the executor could locate refused to take the 
position without the right to buy an interest in the corporation over a 
period of time. The corporation reorganized in June, 1939, issuing new 
common of lower par value, and debentures, all of which were issued to 
the decedent’s estate. The Tax Court found “no corporate business pur- 
pose” in the reorganization, and upheld the Commissioner’s assessment 
of a tax on the exchange of the securities. The Seventh Circuit Court 
of Appeals, in an opinion handed down only a week after the Supreme 
Court opinion in the Bazley case, affirmed the Tax Court, citing the 
Bazsley case as authority. 

In the Survaunt case, however, the Eighth Circuit Court reached a 
different result some five weeks later. In this case two shareholders, 
Survaunt and Hartwell, owned all the stock of A Corporation equally. 
Survaunt died in July, 1940, at a time when both he and Hartwell had 
outstanding personal notes amounting to approximately $30,000, which 
were past due and unpaid. The holders of the notes were insisting upon 
payment and Survaunt’s executrix, his widow, could not pay them, for 
the estate assets consisted almost entirely of Survaunt’s stock in A Cor- 
poration. Missouri law would not permit the corporation to assume the 
liability on the notes, so it was decided that A Corporation be dissolved. 


70 Louis Wellhouse, 3 T.C. 363 (1944). 
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A Corporation did dissolve on December 30, 1940, and B Corporation 
was organized to commence business on December 31, 1940. B Corpora- 
tion received all the equipment and other assets previously owned by A 
Corporation; in its organization it issued its new stock plus a corporate 
note which was endorsed over to the creditors. The Commissioner in- 
sisted (1) that this entire transaction was a “reorganization” within the 
terms of the Internal Revenue Code, and therefore that Survaunt’s estate 
and Hartwell could not claim the loss incurred in the initial alleged liqui- 
dation; and (2) that B Corporation would have to use the old basis of A 
Corporation in valuing its assets. The Tax Court upheld the Commis- 
sioner and the Eighth Circuit affirmed. 

In the Survaunt case the taxpayers relied principally upon the Gregory 
and Bazley decisions in an effort to separate the two transactions, #.e., a 
total liquidation and a subsequent and independent incorporation. But the 
Circuit Court upheld the Tax Court in finding that the entire proceeding 
constituted a reorganization, even though there was no corporate pur- 
pose other than the purpose of the shareholders. The Circuit Court said: 


The Gregory . . . opinion carefully points out that the character of a reor- 
ganization . . . depends not upon the motive of the shareholders but upon 
‘what was done.’ The plan of reorganization must comprehend, and the new 
corporation . . . must carry on in whole or in part the corporate business of 


the old corporation. 


The Circuit Court then noted that the Bagley opinion held that a reorgani- 
zation would not come within the tax-deferring provisions where there was 
“realized gain.” One gathers from its opinion that the Eighth Circuit 
Court believed this was the basic holding of the Bagley case. By holding 
that the Survaunt transactions were a reorganization, after taking special 
note of the similar facts and the decision in the Basley case, the Circuit 
Court does, in effect, disregard the requirement of a “corporate business 
purpose” for subsection 112(g). 


DEFINITION OF “CORPORATE BUSINESS PURPOSE” 


The precise status of the “corporate business purpose” doctrine thus 
remains uncertain and confused. Not only is the Supreme Court’s view of 
it as a requirement of paragraph 112(b) (3) unclear, but there is further 
doubt as to just what a “legitimate corporate business purpose” would 
be. One of the principal areas of dispute is over the implied distinction 
of these cases between purposes of the corporation and purposes of the 
shareholders. 

It is submitted that it is a disregard of the realities of the proprietary 
objectives of the shareholders, particularly in such instances as the Adams 
and Basley cases, to distinguish between the two purposes. It is certainly 
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not inconsistent with recognition of the corporate entity to say that the 
purposes of the corporation and its shareholders-as-a-group are one and 
the same. Such a view merely extends the concept that a corporation and 
its sole shareholder are, in effect, one and the same.” 

During the years following the Gregory case, the Circuit Courts re- 
fused in the Bremer,” Lea," Bass,"* Lyon,” and Survaunt ™ cases to draw 
the thin vague line between corporate and shareholder purposes ; the Board 
of Tax Appeals similarly refused to distinguish between such purposes in 
the Johnson," Stirn,"* Hartzel,” Fischer,®° Docherty," and Annis ® 
cases. Moreover, the well-settled doctrine that the interrelation of a 
parent holding company and its subsidiary operating company does not 
negative a business purpose in a merger of the two, is inconsistent with 
a distinction between corporate and shareholder purposes.** 

But granting that it is possible to make a distinction between the pur- 
pose of the corporation and the purpose of its shareholders, the law is by 
no means settled as to where this line is to be drawn. If the Bagley case is 
our final guide, it would seem that the benefit to the corporation must be 
direct and substantial. In that case there were other recognized motives 
of advantage to the corporation itself : the Tax Court found four purposes 
for the reorganization existed,** and refused to recognize the reality of 


71 Adolph Ramish, Inc. v. Laugharn, 86 F.2d 686, 688 (C.C.A.9th 1936) ; In re Sterling, 
96 F.2d 616 (C.C.A.9th 1938), rehearing denied, 97 F.2d 505, cert. denied sub nom. 
Laugharn v. Bernstein, 305 U.S. 629 (1938). 

72 Note 51 supra. 

73 Note 52 supra. 

74 Note 62 supra. 

™ Note 89 infra. 

76 Note 2 supra. 

77 Note 55 supra. 

78 Note 56 supra. 

79 Note 58 supra. 

80 Note 64 supra. 

81 Note 66 supra. 

82 Note 68 supra. 

82a Note 61 supra. 

88 The Tax Court accepted four reasons as “motivating the recapitalization”: (1) the 
stockholders, by obtaining debenture bonds and no par stock in exchange for the old 
stock, would have a more marketable and stable security, of particular advantage in the 
event of liquidation of a deceased shareholder’s investment by his estate; (2) the bonds 
could be sold without reducing family control of the corporation; (3) the corporation 
contemplated entry into the hazardous business of road construction, and prior thereto, 
the shareholders desired to establish a position at least equal to general creditors as to 
part of the assets; (4) the value of the corporation’s fixed assets was approximately 
$719,782, capitalization was $100,000, and surplus was approximately $855,783; it was 
believed wise to transfer part of the surplus into long-term debt or capital accounts 
in order to balance the two items. 

It is noted that the first reason, alone, was sufficient to uphold the reorganization in 
the case of Edgar M. Docherty, note 66 supra. 
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two reasons, 1.¢., saving taxes for the corporation and rendering the 
securities more salable. In the Adams case, the Tax Court recognized a 
saving of $414 in state franchise taxes to the corporation yearly, in addi- 
tion to other reasons.** 

The Tax Court had found “no legitimate corporate business pur- 
pose” in the Bazley case. This finding was conclusive on this issue, said 
both the Circuit Court and the Supreme Court, citing Dobson v. Com- 
missioner.*° What the Tax Court actually did was to label each of the 
purposes it did recognize as “no corporate business purpose” because of 
the presence of the tax-avoidance motive. Had not this desire to save taxes 
been one of the considerations, the reorganization might well have been 
approved. But the well-settled rule was reiterated in the Gregory opinion 
that the presence of a tax-avoidance motive in no way affects the trans- 
action.*° The Tax Court, in its Bazley opinion, effectively repudiated that 
rule by closing its eyes to the other purposes because of the importance 
of the tax-saving scheme. It is submitted that if the Court feels that the 
tax-deferring provisions of section 112 should not be granted where tax 
avoidance is the principal consideration, it should recognize that such is the 


84 The Tax Court did accept two reasons as having existed: (1) the principal share- 
holder, Adams, could give securities to his sons, associated with him in the business, 
without surrendering his stock control over the corporation; (2) the corporation would 
save approximately $414 annually in state franchise taxes. 

The Court then observed that the first reason was personal, disregarding the fact that 
the sons were working for the corporation; and that the second reason was financially 
offset by the increased expense of interest payments. 

85 Just what purposes satisfy the doctrine are matters of statutory interpretation, 
or matters of law, not fact; the Dobson case is not in point in the Basley case. In 
the latter case, the Court made it clear at the beginning of its opinion that it was a 
matter of construction as to whether or not there was sufficient purpose to satisfy 
the requirement of the statute. The Commissioner admitted that as a fact, this tech- 
nically was a reorganization. The only question was whether it was such a “reorganiza- 
tion” as was contemplated by subsection 112(g). 

In referring to the section of the Act that created the Board of Tax Appeals, the 
House Report specifies in regard to reviewability of its findings by regular courts that, 
“The court upon review may consider ... the proper interpretation and application 
of the statute...,” H. R. Rep. No. 1, 69th Cong., Ist Sess. 19, 20 (1925); 1939-1 
Cum. Buty. (Part 2) 328. 

See Lewis v. Comm’r, 160 F.2d 839 (C.C.A.1st 1947) for excellent appraisal of the 
Dobson rule. 

When the Supreme Court starts to call matters of statutory construction matters of 
fact and then cries “Dobson!” it is time to make changes. See Griswold, The Need for a 
Court of Tax Appeals, 57 Harv. L. Rev. 1153 (1944). 

86 “The purpose to save income taxes is now legally above reproach,” noted the 
Board of Tax Appeals in Rands, Inc., 34 B.T.A. 1094, 1106 (1936). 

The English rule is equally well-established. Lord Summer, speaking for the House 
of Lords, said, “The highest authorities have always recognized that the subject is entitled 
so to arrange his affairs as not to attract taxes imposed by the Crown. .. .” Commis- 
sioners v. Fisher’s Executors (1926) A. C. 395, 412, 412 Tax Cases 327, 340. 
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rule it is establishing, and not indirectly establish the rule through vague 
and indefinite language.*’ 


OPTIONAL RECOGNITION OF “REORGANIZATIONS” 


In Lyon Incorporated, decided in 1940, the Board of Tax Appeals 
agreed with the Commissioner’s contention that the taxing authorities 
could consider a transaction a “reorganization” at their option, depending 
on which view gave the greater revenue advantage to the government. But 
Judge Simons, delivering the opinion for the Sixth Circuit, made it quite 
clear that such a rule would be unconstitutional as a deprivation of due 
process, and rejected the Board’s reasoning, affirming the decision on other 
grounds. *® 

In this case the taxpayer was contending that there was no “reorganiza- 
tion” in order to gain the stepped-up basis for the sale of his pat«at rights. 
The taxpayer was selling part of his business and wanted to sell certain 
patent rights. First he turned over all his assets to a temporary corpora- 
tion in exchange for all of its stock, and then had the temporary corpora- 
tion transfer all of its assets to a permanent corporation in exchange for 
less than 80 per cent of the permanent stock. The first transaction was 
clearly a “reorganization,” but it was contested by the taxpayer that the 
second transaction was not a “reorganization.” The basis of the patent 
rights to the original owner was about $56,000 and the fair market value 
at the time of this transfer was about $1,150,000. The Commissioner said 
that this latter transaction was a “reorganization” within the terms of the 
statute, and assessed a deficiency based upon profit from the sale of the 
patent rights, determined by using the $56,000 base. The Commissioner 
did not try to distinguish the Gregory case, but argued that its doctrine 
was one which could be invoked at the option of the government. The 
Board upheld the Commissioner, relying upon Higgins v. Smith.®° Dis- 
approving the citation of this case as authority for the Board’s view, the 
Circuit Court said: 


. . . Higgins v. Smith is not authority for the proposition that a transaction 
which cannot, under the law, be a reorganization, may yet, at the option of 
the government, be treated as such for the purpose of imposing a tax. ... 


Earlier in the same paragraph the Court had reflected adversely upon 
the constitutionality of such a view. “It would not conform to a long held 


87 The Supreme Court in the Bazley case also cited the Le Tulle case, notes 12, 31 
supra; this latter case is generally regarded merely as a correlative of the Pinellas case, 
note 29 supra, in standing for the “continuity of interest” rule. 

88 42 B.T.A. 1094 (1940). 

89 127 F.2d 210 (C.C.A.6th 1942). 

90 308 U.S. 473 (1940). 
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concept of due process nor contribute to public confidence in the fairness of 
government in tax transactions with its citizens.” 

The Circuit Court, however, although reversing the Board’s reasoning, 
affirmed the decision by recognizing the “reorganization.” It distinguished 
the Gregory case as involving a mere paper device for the transfer of 
securities. 

But in spite of the view that this treatment of a transaction as a “re- 
organization” is not optional with the government, the tendency to recog- 
nize or not to recognize “reorganizations” seems to depend upon which 
result the Commissioner advocates. 

In most of the cases dealing with subsection 112(g), the taxpayers 
contend that the transactions were within paragraph 112(b) (3) in order 
to gain tax-deferment on the exchanges involved. The Gregory, Basley, 
and Heady cases were of this type. In each of these cases the “reorganiza- 
tion” was not upheld. But in a long line of cases where the taxpayers were 
contending that the transactions were not “reorganizations,” the “reor- 
ganizations” have strangely been upheld. In this latter group, among 
which are the Survaunt case,** the Stirn case,®* and the Souther case, 
the taxpayers did not want the “reorganization” upheld since, if the trans- 
actions were “liquidations” and not “reorganizations,” losses could be 
taken for the periods concerned. In the Lyon case * the taxpayer did not 
want the transaction regarded as a “reorganization” since if not so re- 
garded, he could obtain a higher stepped-up basis. In the Bremer case,** 
the taxpayer did not want the transaction treated as a “reorganization,” 
since she had sold some of her new comrhon stock and wanted to use the 
original cost of her old common stock as basis; if the transactions were a 
“reorganization,” the basis would be diminished by the other securities 
distributed in the series of transactions. And in the Lewis case ** the 
taxpayer did not want the “reorganization” recognized since, if part of 
the transaction were a “total liquidation” instead of a “partial liquida- 
tion in a reorganization,” he could pay the lower capital gains tax on the 
gain. 

In effect the courts have made subsection 112(g) a two-way street for 
the Commissioner, but have often, in corresponding situations, restricted 
the taxpayer to going just one way, upholding “reorganizations” only 
where a greater tax revenue results. Corporations should not depend too 


91 Note 2 supra. 
82 Note 56 supra. 
98 Note 57 supra. 
94 Note 89 supra. 
85 Note 51 supra. 
96 Lewis v. Comm’r, 160 F.2d 839 (C.C.A.1st 1947), note 85 supra. 
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heavily upon the Gregory or Bazley or Heady cases as authority for de- 
ciding that a transaction which has “no legitimate corporate business 
purpose” will not be regarded as a “reorganization”; the courts might 
circumvent this requirement (if such it be) in cases where non-recogni- 
tion of the “reorganization” would benefit the taxpayer. 

There is conflict in the Heady and Survaunt cases and the Supreme 
Court might well grant certiorari. If it decides to take the entire matter 
under consideration and clarify the matters left unsettled by the Bagley 
opinion, it should recognize the desirability of certainty and consistency 
in the tax field.’ It should ponder well before extending further by judi- 
cial interpretation the accepted understanding of the Gregory “corporate 
or business purpose” rule as shown in the above study. Predictability is 
not only particularly important in tax law, but virtually essential. 

In any event, the Treasury should immediately take under advisement 
all the problems related to the requirement of a “corporate business pur- 
pose.” It should enunciate a clear and unequivocal policy consistent with 
the well-established doctrine of Gregory v. Helvering and its requirement 
of a “business or corporate purpose.” The Treasury should limit imposi- 
tion of taxes to cases where the new corporation is a “sham,” as the term 
was used by Justice Sutherland, or to cases where there was indisputably 
no purpose other than tax-saving, as in the Gregory case. Any purpose 
which directly or indirectly benefits the corporation should be sufficient to 
uphold the “reorganization.” The present policy of the Commissioner in 
imposing taxes on exchanges in reorganizations effected in the normal 
routine of business or due to business exigencies, is contrary to the intent 
of Congress in establishing section 112,°* and should be changed to a more 
consistent policy. 


97“There are three fundamental principles in taxation—namely, equity, consistency, 
and certainty—and it has been the purpose in the drafting of this bill to keep those three 
fundamental principles in mind,” Chairman Doughton, House Ways and Means Com- 
mittee, discussing the drafting of the Revenue Act of 1934, 78 Conc. Rec. Part 3, 
(House) 2510 (1934). 

“Simplicity, equality, and certainty are universally regarded as desirable objectives for 
tax laws.” Satterlee, Income Tax Definition of Reorganization, 12 Tax Mac. 639, 690 
(1934). 

98 Notes 17, 18, 21 supra. 
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Notes 


Dividends Distributed in Kind. The first issue of the Tax LAw Review 
carried a Note which examined the authorities dealing with the effect of 
distribution of appreciated property on the distributing corporation and on 
the stockholders.1 Three propositions were there advanced: (1) a corpora- 
tion does not realize earnings or income by distributing appreciated property ; 
(2) the earnings account of the corporation is decreased by the basis of 
distributed property irrespective of its value at the time of distribution; 
(3) the distribution does not constitute a dividend to the stockholders unless 
there are earnings available out of which the distribution is made and, under 
proposition (1), the distribution does not create such earnings. A Dissent, 
conceding that the first proposition was supported by authorities, took issue 
with the two others, on principle and on the basis of inconsistencies in the 
case law.? This Note proposes to re-examine the problem in the light of 
the recent cases, an effort believed justified by the remarkable tenacity shown 
by the Treasury in relitigating the issues over and over again in the Tax 
Court, though not in the Circuit Courts. 

The problem has two branches, one affecting the corporation, the other 
the stockholders. Each branch is an outgrowth of the effect of the distribution 
on a common root: the corporate earnings. The definition of corporate divi- 
dends by the Internal Revenue Code should make that abundantly clear, cer- 
tain recent voices to the contrary notwithstanding. The leading case on the 
subject decided by the Tax Court in 1945, is R. D. Merrill Co.* There the 
issue was whether a distribution made in 1936 was taxable as a dividend. If 
earnings had been decreased by cost (or more precisely by the adjusted 
basis) of property which had fallen below cost and had been distributed in 
a preceding year, the 1936 distribution was not a dividend; if they had not 
been decreased, it was a dividend. The Court held * that where 


nonwasting corporate property is distributed in kind after it has declined 
to a value below cost, the cost should be charged against earnings and profits 
in the determination of the amount of earnings and profits available for later 


dividend distribution. 


It reasoned : 

. . . When property, as such, is distributed, it is no longer a part of the 
assets of the corporation, and the investment therein goes with it. That in- 
vestment is the cost. An investment of corporate assets in property is not a 


1 Johnson, Corporation and Stockholder—Dividends in Kind, 1 Tax L. Rev. 86 (1945). 
2 Wallace, A Dissent, 1 Tax L. Rev. 93 (1945); see also, Tye, Federal Taxation of 
Corporate Distributions, 22 J. or THE STATE Bar oF Catir. 54, 60 (1947). 
84 T.C. 955 (1945). 
* Id. at 962. 
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mere book entry, as is indeed proven when it is distributed in kind. The 
investment is a res converted from money into property, remaining in that 
form earnings and profits, and, when distributed, is no longer either earnings 
or profits or owned by the corporation. When the res distributed leaves the 
corporation, that investment, i.e., that amount of corporate assets, also leaves, 
actually and physically; and nothing less than a charge of cost, i.e., the 
money originally converted to property, will represent the true financial 
situation. Though the distributee is taxed upon fair market value, that is 
because of section 115 (j); and it is worthy of note that no statute sets a 
like rule for the corporation as to any profit to it when it distributes. Our 
conclusion is based upon mere realism: To charge earnings and profits with 
fair market value instead of a greater cost would create a book situation al- 
together contrary to the facts. 


The discussion apparently assumes that the property was acquired out of 
earnings, but the statement that the investment, when distributed, “is no 
longer earnings or profits or owned by the corporation” (emphasis supplied) 
might indicate that the principle is equally applicable to an investment acquired 
with capital. This seems correct since it is difficult to see why the source of 
acquisition should be significant unless the distribution occurs in partial 
liquidation, a situation entirely different from the one now considered. Hence 
it seems that under the Merrill doctrine any distribution of property which 
has a value less than its adjusted basis reduces first earnings and then capital 
by such basis. 

The corporate aspect of the facts involved in the Merrill case had been 
considered in First Utah Savings Bank.’ The Board had there held that a 
corporation did not realize a deductible loss upon distribution of property of 
a value less than cost. Judge Disney put that case aside by saying that the 
question whether “mere appreciation or depreciation of property distributed 
in kind by a corporation affects profits or loss to it . . . is by no means the 
same as [the one] here involved, where the inquiry is to the effect of a divi- 
dend in kind upon the taxability of later distribution.” It is not clear whether 
the quoted language refers to all taxable profits and deductible losses or is 
limited to profits and losses reducing the earnings account but not affect- 
ing income. If the latter is meant, the realization of gain or loss for income 
purposes would differ from the realization for the earnings account. If the 
former interpretation is followed, then the Merrill and First Utah Savings 
Bank cases are in conflict. 

The inconsistency of decreasing the earnings account in the Merrill case 
and of failing to increase it by an increment over cost for the purpose of 
determining the tax status of a distribution to the stockholders finds its 
clearest expression in a dissenting opinion in the next case to reach the 
Tax Court. 

V. U. Young ® involved an intricate set-up which can be simplified for 
present purposes: Y corporation owned all the stock of G corporation; G 


517 B.T.A. 804 (1929), aff'd sub nom. First Sav. Bank of Ogden v. Burnet, 53 F. 
2d 919 (App. D.C. 1931). 
®5 T.C. 1251 (1945) ; 6 T.C. 357 (1946). 
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sold all the stock of T (its wholly owned subsidiary) at its cost to the stock- 
holders of Y. The Commissioner held that Y had constructively received a 
taxable dividend in the full value of the T stock and that Y had accordingly 
distributed a dividend to its stockholders. The Tax Court held that (a) the 
sale of the T stock by G to the stockholders of Y was a dividend to Y to the 
extent of earnings of G available prior to the distribution, but not in the full 
value of the T stock; (b) the balance of the value was a return of capital 
to Y; and (c) the stockholders of Y had received a dividend in so far as the 
excess of the value of the T stock over the purchase price represented earn- 
ings of Y, the balance being an offset of the cost to them of the Y stock. 

The dissent by Judge Opper disagreed with the holding. Seizing upon the 
Merrill dictum and relying upon Commissioner v. Wheeler,’ he argued that 
the computation of earnings available for dividends does not necessarily 
coincide with that of taxable income and that the doctrine of General Utili- 
ties & Operating Co. v. Helvering*® was not controlling since realization of 
earnings for the purpose of taxing the stockholders was here in issue. The 
Wheeler case had involved the question whether gains and losses are brought 
into the earnings account when recognized or when they are actually realized. 
The Supreme Court there upheld a regulation providing that gains and losses 
entered into the earnings account when recognized and not when realized. 
Hence the Wheeler case is not apposite when as here realization is in issue. 
Moreover, the other cases differentiating between earnings and income do 
not rest upon differences in realization but upon statutory exclusion or inclu- 
sion of realized items. And they have not impaired the notion that every 
realized gain and loss enters into the computation of income and earnings 
unless recognition is statutorily postponed or denied. This notion, however, 
can hardly be reconciled with the Tax Court’s decision in the Merrill case. 

Later cases have made it clear that the Tax Court does not accept a doc- 
trine which obliterates the distinction between realization of profits and losses 
and their recognition. The possibility suggested by the dissent in the Young 
case that the earnings but not the taxable income of the corporation may be 
increased by the increment was specifically rejected in Beach Petroleum Co.?° 
There the Court disposed in one opinion of both aspects: it held that incre- 
ment in value created neither income or earnings (to the corporation) nor 
dividend income (to the stockholders). The stockholders were therefore 
held taxable under the capital gains provisions. 





7 324 U.S. 542 (1945). 

8296 U.S. 200 (1935). Contra: People ex rel. Wedgewood Realty Co. v. Lynch, 
262 N.Y. 202, 188 N.E. 102 (1933), reargument denied, 263 N.Y. 669, 189 N.E. 749 
(1934), noted 8 Turane L. Rev. 467 (New York Tax Law). 

9 See Comm’r v. F. J. Young Corp., 103 F. 2d 137 (C.C.A. 3d 1939); Susan T. 
Freshman, 33 B.T.A. 394 (1935); 1 Mertens, Law or FEepERAL INCOME TAXATION 
527 et seq. (1942) ; Tyler, Commissioner v. Wheeler—A Footnote To The Dobson Case, 
45 Cov. L. Rev. 755 (1945). 

10 CCH Dec. 15,311(M) (1946). Compare Nemours Corp., CCH Dec. 15,912(M) (1947) 
[corporation] with Paulina duPont Dean, 9 T.C. No. 41 (1947) [stockholder]. 
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In the Beach case ** the company distributed appreciated property. Only 
small earnings (except those, if any, resulting from the distribution) were 
available. The Tax Court followed R. D. Merrill Co. by holding that cost, 
and not market value, should be charged to earnings: 


The reasoning followed in arriving at [the] conclusion [in Merrill that 
cost rather than fair market value should be deducted] is also applicable 
where, as here, a substantial appreciation rather than depreciation, in the value 
of the distributed property has occurred. When property is distributed in 
kind, it is no longer a part of the assets of the corporation and the investment 
therein goes with it. That investment is the cost, which, in the instant case, 
is zero. To charge earnings and profits with fair market value instead 
of lesser cost would create a book situation contrary to the facts, and would 
result in a capital impairment upon the books by the amount of apprecia- 
tion, when in fact no impairment of capital has occurred. 


But in National Carbon Co.1* the Tax Court had previously stated that 
market value and not cost should be charged to earnings upon distribution. 
In that case a foreign subsidiary distributed to the taxpayer appreciated stock 
which it had carried on its books at cost. In the taxable year and in prior 
years the subsidiary had accumulated earnings in excess of the value of the 
stock upon which it had paid or accrued foreign taxes. The taxpayer included 
the full value of the stock as income from dividends and claimed a credit for 
the taxes paid by the subsidiary.‘* The Commissioner allowed a credit based 
upon receipt of a dividend in the amount of the cost to the subsidiary. He 
argued no foreign tax had been paid on the appreciation since the books of 
the subsidiary at no time reflected the appreciation. The Court rejected that 
argument. The appreciation, standing alone, did not increase earnings, and 
General Utilities & Operating Co. v. Helvering had settled that the distribu- 
tion in kind did not result in taxable income to the subsidiary “and conse- 
quently did not have the effect of increasing its earnings or profits.”** As 
the subsidiary had sufficient earnings on which it had paid a tax, to cover 
the fair market value of the distributed property, the distribution was made 
out of earnings “and the earnings were consequently diminished to the ex- 
tent of the fair market value of the distribution.” Since foreign taxes had 
been paid on such earnings, the credit was allowable. 

In the Beach case part of the distribution (to the extent of existing earn- 
ings) was held a taxable dividend to the stockholders, and in that respect 
there is no conflict with National Carbon Co. But in the Beach case the 
Court stated that earnings could be charged with cost only, otherwise a book 
situation contrary to the facts would result, whereas in National Carbon Co. 
the full value of the distribution was charged to earnings. It might be that 
the Court in the Beach case said more than was necessary for the decision. 


11 Supra note 10. 

122 T.C. 57 (1943) Non-acq. Commissioner’s appeal dismissed Dec. 1944. 

18 Under Sec. 131(f) of the Revenue Act of 1938 foreign taxes paid by foreign sub- 
sidiaries are deemed paid by the parent. 

142 T.C. 57, 61. 

18 See R. D. Merrill, 4 T.C. 955, 962 (1945). 
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The inconsistency ** in theory, however, between Beach and National Carbon 
Co. becomes still more apparent if each of the decisions is narrowed ‘to its 
proper grounds. Distribution of appreciated property reduces earnings to 
the extent of value (National Carbon Co.). Once the earnings are exhausted, 
only capital remains, and in reducing capital by value an artificial book situa- 
tion would be created (Beach). This interpretation expands the language 
of the Beach opinion, but—as recognized therein—the real question is not 
the charge to be made to earnings alone, but to earnings and capital. If the 
capital is charged with cost of appreciated property (or so much thereof as 
is in excess of earnings) and not with value, an incongruity results between 
the tax status of the distribution to the corporation and to the stockholder—an 
aspect overlooked by the Beach opinion. 

This consequence is best illustrated by an example: Corporation X has 
earnings available for distribution of $10,000, property acquired at a cost of 
$5,000 but worth $50,000. The stock of each of the ten stockholders has a 
basis of $200. Upon distribution of the property each stockholder receives 
an asset worth $5,000, of which $1,000 constitutes a dividend, $200 a return 
of capital [I.R.C. § 115(b)], and $3,800 a taxable capital gain.‘7 But the 
earnings of the corporation have only been reduced by cost, that is, $5,000, and 
there remain $5,000 earnings available for a dividend distribution. Moreover, 
the capital account of the corporation is unaffected and apparently every 
return of capital would again be taxable to the stockholder as capital gain. 
If in the next taxable year the corporation does not have any current earn- 
ings, it will still have $5,000 accumulated earnings, since the earnings have 
been reduced only by cost, that is, by $5,000. The distribution of $5,000 will 
be a dividend to the extent of $5,000 and any value in excess will represent 
a capital gain. The illustration shows that $10,000 corporate earnings repre- 
sent $15,000 earnings as far as the tax on the stockholders is concerned. 

The National Carbon doctrine avoids this anomalous result, but if decrease 
in value rather than increase is involved, conflicts with R. D. Merrill, and 
leads to another strange consequence. Assuming in the preceding illustra- 
tion that the property had an adjusted basis of $50,000 but a value of only 
$5,000 at the time of distribution, the distribution would be chargeable to 
earnings to the extent of $10,000, the balance of $40,000 to capital [R. D. 
Merrill, National Carbon], but taxable as a dividend to each stockholder only 


16 See CLEARY, CORPORATE DISTRIBUTIONS IN KIND AND SALE OF PropEeRTy BY STOCK- 
HOLDERS 19 (1946). 

17 Judge Opper, dissenting in V.U. Young, 5 T.C. 1251, gives a similar illustration 
and contends that Palmer v. Comm’r, 302 U.S. 63 (1937) and Timberlake v. Comm’r, 
132 F. 2d 259 (C.C.A. 4th 1942) require that the full value be taxed as dividend. The 
Palmer case, however, did not deal with the determination of earnings and was there- 
fore miscited in Timberlake. And the clear language of Reg. 111, Sec. 29.22(a)-1 (the 
predecessor is the basis for the Timberlake decision) requires that a bargain purchase 
be a distribution out of earnings to be taxable as ordinary income. Hence, unless the 
dichotomy proposed by Judge Opper is accepted, or every distribution of appreciated 
property increases earnings, Timberlake is an erroneous decision. 
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to the extent of $500. [I.R.C. § 115(j)]. In the next year the: distribution 
of $5,000 will represent a return of capital, and in that manner the earnings 
of the corporation will not be fully taxed upon distribution as contemplated 
by the Internal Revenue Code.** 

The other cases decided in 1946 and 1947 all *® show how firmly the doc- 
trine is anchored in the Tax Court and how persistently the Commissioner 
relitigates the issue. Binzel v. Commissioner has been completely discarded 
and Commissioner v. Wakefield limited to a situation where the distributed 
property is purchased from earnings, increases in value and is distributed in 
the year of acquisition.” Likewise, Timberlake v. Commissioner ™ holding 
that a bargain purchase by stockholders was a dividend though the corpora- 
tion had no earnings except those resulting from the increment, has been 
overruled by implication. The Tax Court, despite a vigorous dissent, has 
applied the General Utilities doctrine to the distribution of debts written off 
and deducted for tax purposes but later collected by the stockholders, and 
has held that even if the debts had a value at the time of distribution no tax- 
able income resulted to the corporation.2* The Court reasoned that the re- 
covery of base did not eliminate the application of the General Utilities doc- 
trine. The dissent argued with much persuasive force that under the facts 
Commissioner v. Court Holding Co.** controlled, without recognizing that 
the same case would deprive General Utilities & Operating Co. v. Helvering 
of its controlling force. A similar doctrine was applied when the base had 
been recovered through depletion.” 

It has recently been said, that “what is taxable income” is an essentially 
legal question.2> The accountants, however, have not been spared the prob- 
lem how to reflect on the books the distribution of property which has 
increased or decreased in value, particularly in computing invested capital 
for excess profits tax purposes. To avoid difficulties they suggested an 
amendment of the Internal Revenue Code by a provision producing the same 


18 See Goode, The Postwar Corporation Tax Structure 6 (Chart 1) (1946). 

19 Lasater v. Scofield, 47-2 USTC { 9364; Guinness v. United States, 47-2 USTC 
{ 9319; Paulina duPont Dean, 9 T.C. No. 41 (1947) ; Transport Trading & Terminal Cor- 
poration, 9 T.C. No. 40 (1947); Nemours Corp., CCH Dec. 15,912(M) (1947); Earle 
Real Estate Corp., CCH Dec. 15,867(M) (1947) [no brief filed by Commissioner] ; 
Columbia Development Corp., CCH Dec. 15,807(M) (1947); Southwest Consolidated 
Corp., CCH Dec. 14,937(M) (1946); Vivian Dulany Murphy, CCH Dec. 14,932(M) 
(1946). 

20 Jane Easton Bradley, 9 T.C. No. 15; followed in Paulina duPont Dean, 9 T.C. No. 41 
(1947). 

21 See supra note 17, and compare the discussion in Paulina duPont Dean, 9 T.C. No. 41 
(1947). 

22 First State Bank of Stratford, 8 T.C. No. 92 (1947) (Non acq. 1947 Int. Rev. 
Butt. No. 15) ; First State Bank of Matador, CCH Dec. 16,054(M) (1947). 

28 324 U.S. 331 (1945). 

24 Horne Oil Co., CCH Dec. 15,660(M) (1947). 

25 May, Accounting and the Accountant in the Administration of Income Taxation, 
47 Cov. L. Rev. 377 (1947). Cf. Tyler; op cit. supra note 9, treating the determination 
of earnings as a question of proper tax accounting. 
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result as if the property had been sold at fair market value and the proceeds 
thereafter distributed.** There is no hint whether the authors of the pro- 
posal fully grasped that their suggestion closed a well protected loophole of 
tax avoidance. 

Whether legislative action on a minute detail of the administration of the 
income tax laws is required, may be doubted. In Commissioner v. Wheeler a 
regulation determining, contrary to the position of the Tax Court, that gains 
or losses are brought into the earnings account at the time and to the extent 
that such gains or losses are recognized, was held “reasonable and a valid 
exercise of the rule-making power.” *” The melancholy comment that the 
opinion of the Supreme Court endowed the Treasury with a power over the 
Tax Court denied to the Circuit Courts of Appeals, may be permitted an 
attorney who has lost a case for his client, but is likely not to sadden others.”* 
The question, how to deal with the effect of appreciation and decline in value 
in the earnings account, is very close to the one involved in the Wheeler case 
and to the history of the regulations there upheld. In both situations the 
Treasury was met by adverse Board decisions which proved insuperable, 
until regulations attacked the problem. Under the authority of the Wheeler 
case, regulations settling the rule in favor of the Treasury’s position should 
be sustained. “ 

The more important question is whether such regulations are desirable, 
and whether provisions of the Internal Revenue Code would support a re- 
versal of the position of the Tax Court, with or without exercise of the 
administrative rulemaking power. The so-called double taxation of stock- 
holders on corporate distributions must be accepted as the theory of taxation 
adopted by the statute, whether it is economically desirable or not. The 
distribution of appreciated property is a patent device of tax avoidance.”® The 
Tax Court has unflinchingly supported the freedom from tax on the corporate 
level, though dissenting voices have urged that an increase of earnings oc- 
curred and that the stockholder received a taxable dividend.*® In most cases 
the Court has permitted the stockholder to transform ordinary income into 
capital gain. 

However, the economic effect of distribution of property does not vary 
whether or not the papers declare first a dividend in cash and then record 
a resolution to discharge it in kind. The wealth neither of the corporation 
nor of the individual is affected by the exercise in stylistics indulged by cor- 
porate directors or their advisers. Property distributed by the corporation 
to stockholders leaves the corporation as effectively as if sold—‘it is no 


26 See Reno, Earnings and Profits, 80 J. Accountancy 207, 211 (1945); Thurston, 
Review of Recommendations for Revision of the Internal Revenue Code, 73 J. AccouNrt- 
ancy 486, 494 (1942). Probably I.R.C. § 718(b) dealing with the reduction in equity 
invested capital for excess profits tax purposes worried the accountants most. 

27 324 U.S. 542, 546 (1945). 

28 Tyler, op. cit. supra note 9 at 769; but see May, op. cit. supra note 25 at 385. 

29 See Freeman and Kirshner, An Ounce of Prevention, 46 Cor. L. Rev. 951, 972 (1946). 
80 See V. U. Young, 5 T.C. 1251, 1260 (1945), discussed supra. 
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longer a part of the assets of the corporation.” ** If gain or loss is realized 
by a sale, it should be realized by any transaction economically equivalent 
to a sale, unless clearly prohibited by statute. 

The mooted distinction between the effect on earnings and on income 
causes unnecessary complications, and overlooks that for the income and 
earnings account the problem is essentially the same. Does an event occur 
which makes it expedient to tax the increment in wealth, to allow a deduction 
for the decrease in wealth and is such realization recognized? Since the dis- 
tribution severs the property from the general mass of assets of the corpora- 
tion, it can hardly be contended that the unexpected vitality displayed by the 
doctrine of realization enunciated by Eisner v. Macomber * offers any shelter. 
More serious is the objection derived from the longstanding rule of the regu- 
lations that a corporation does not realize income through distributions in 
liquidation.** The analogy, however, is not fully convincing: upon liquida- 
tion (total or partial) the venture comes to an end. For reasons which may 
be sound or not, but were persuasive to the Treasury, the impact of the 
liquidation is ignored as to the corporation and is entirely shifted to the 
stockholders. The treatment of distributions in liquidation under the capital 
gains provisions extends to accumulated earnings and applies, under the 
present law, also to partial liquidations (except where essentially equivalent 
to a taxable dividend). Apparently the policy of the regulations consists in 
averaging the tax results because the enterprise has terminated. That rationale 
does not fit a continuing venture, and for that reason conclusions drawn 
merely from verbal symbols and ignoring the purpose of the rule, are 
unconvincing.** 

Moreover, in disregarding the loss realized by the corporation upon dis- 
tribution of assets which have fallen in value below cost, the benefit of a 
deduction is lost to the stockholders and the corporation. At some point the 
Treasury will reap the tax resulting from the appreciation by taxing the gain 
to the stockholder alone, or by taxing the gain first to the corporation, and 
consistent with the scheme of the statute, a second time to the stockholder, 
be it as a dividend or as a capital gain.** But the Treasury avoids participat- 
ing in the loss—unless a loss to the corporation is realized and recognized, 


81 R, D. Merrill, 4 T.C. 955, 962 (1945). 

82 252 U.S. 189 (1920) ; see James F. Waters v. Comm’r, 160 F. 2d 596, 597 (C.C.A. 
9th 1947). 

83 Reg. 111, Sec. 29.22(a)-20. The regulations are of long standing and may be con- 
sidered as having the force of law. See Crane v. Comm’r, 331 U.S. 1, 8 (1947). Never- 
theless, they are subject to prospective amendment. See Helvering v. Reynolds, 313 U.S. 
428 (1941) ; Wilshire Oil Co. v. Helvering, 308 U.S. 512 (1939) ; Griswold, A Summary 
of the Regulations Problem, 54 Harv. L. Rev. 398, 416 (1941) ; Eisenstein, Some Icono- 
clastic Reflexions on Tax Administration, 58 Harv. L. Rev. 477 (1945). 

84 Cf, First Savings Bank of Ogden v. Burnet, 53 F. 2d 919, 920 (App. D.C. 1931); 
Rudick, “Dividends” and “Earnings or Profits” under the Income Tax Law, 89 U. or Pa. 
L. Rev. 865, 902 (1941). 

85 The reduction of basis through postponing the tax ultimately operates as a tax on 


capital gains. 
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that is, reduces earnings and income. Since the property’s basis to the stock- 
holders will be the fair market value at the time of distribution, a tax will 
become due upon disposition at an increased price, though neither the corpora- 
tion nor the stockholders have ever recovered the cost of the investment. The 
unfairness of such result and the inconsistencies previously discussed suggest 
strongly that any distribution in kind should be treated as a closed transaction 
to the corporation resulting in gain or loss entering into gross income and 
earnings or profits. 

The Circuit Courts of Appeals in situations dealing with individual taxes 
have refused to follow the Tax Court when it held that the discharge, 
through transfer of property, of an obligation not measurable in money could 
not result in the realization of gain.** The objection that no realization of 
income occurred was met by the “illuminating analogy” of Helvering v. 
Horst,** quoted in Mesta v. Commissioner: ** 
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Where the taxpayer does not receive payment of income in money or prop- 
erty realization may occur when the last step is taken by which he obtains 
the fruition of economic gain which has already accrued to him. 


The Internal Revenue Code adopts a cognate doctrine in the inventory 
rule ** and in the treatment of instalment obligations,*° and might have chosen 
it in the case of gifts of property, uninhibited by the Sixteenth Amendment.“ 
The narrow interpretation of “disposition” in Section 111(a) as a transac- 
tion akin to a sale has been abandoned by later cases, though not without 
hesitation.‘ And the breadth given to the concept of gross income defined 
in Section 22(a) makes it questionable whether Section 111(a) is the sole 


86 Comm’r v. Halliwell, 131 F. 2d 642 (C.C.A. 2d 1942), cert. denied, 319 U.S. 741 
(1943) ; Comm’r v. Mesta, 123 F. 2d 986 (C.C.A. 3rd 1941), cert. denied, 316 U.S. 695 
(1942). Both cases involved divorce settlement through transfer of appreciated stock. 

87 311 U.S. 112 (1940). 

88 123 F. 2d 986, 988. Compare the statement of the Court in Bazley v. Comm’r, 331 
U.S. 737, 740 (1947): “Normally, a distribution by a corporation, whatever form it 
takes, is a definite and rather unambiguous event. It furnishes the proper occasion for 
the determination and taxation of gain.” 

89 T.R.C. § 22(c); Reg. 111, Sec. 29.22(c)-2 [valuation at the lower of cost or market 
permitting realization of decline in value] ; see Weiner and Bonbright, Theory of Anglo- 
American Dividend Law: Surplus and Profits, 30 Cor. L. Rev. 330, 351; ibid 954 (1930) ; 
Weiner, Theory of Anglo-American Dividend Law: American Statutes and Cases, 
29 Cor. L. Rev. 461 (1929). 

40T.R.C. § 44(d). 

41 Apparently contra: Macitt, TAXABLE INCoME 416 (Rev. Ed. 1946). That no gain 
or loss is realized upon disposition of property by gift is purely statutory. See People 
ex rel. Brewster v. Wendell, 196 App. Div. 613, 188 N.Y.S. 510 (3rd Dept. 1921). A 
contrary rule might not only close tax avoidance through charitable contributions, but 
also prevent the double tax incidence of gift and income tax. Cf. 49 YALE L. J. 964, 968 
(1940). 

42 Herbert’s Estate v. Comm’r, 139 F. 2d 756 (C.C.A. 3rd 1943) [satisfaction of a 
debt]; Long v. Comm’r, 96 F. 2d 270 (C.C.A. 9th 1938) cert. denied, 305 U.S. 616 
(1938) ; Mitchell v. Comm’r, 48 F. 2d 697, 699 (C.C.A. 2d 1931) cert. denied, 284 U.S. 
646 (1931). 
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controlling provision,** when the effect of distribution of appreciated prop- 
erty is considered. If income results from distribution, logic and expediency 
require similar treatment of a loss. 

In accepting the view that a distribution of property constitutes a disposi- 
tion under Section 111(a), or falls within Section 22(a) of the Internal 
Revenue Code, the problems in which the courts became entangled, disappear, 
though new questions require answers. The first will be whether upon 
distribution of property the corporation realizes ordinary or capital gain or 
loss. The capital gains provisions apply only to sales or exchanges and those 
terms have been construed to require a quid pro quo.** Adherence to a strict 
interpretation of the term ‘sale or exchange’ in Section 117 will permit a 
corporation to avoid the limitation on the allowance of capital losses by 
declaring a dividend in an item the disposition of which would otherwise be 
a capital transaction. Treatment of the distribution as a sale might run afoul 
traditional common law doctrine despite the economic similarity of the 
transactions. 

Section 27(d) of the Internal Revenue Code provides that the fair market 
value of the property or the adjusted basis, whichever is the lower, shall be 
used in computing the dividends paid credit. This section and the kindred 
Section 27(e)** lend support to the view that “the loss to the gander does 
not follow the gain goose.” ** It works undeniable hardship to deny a 
basic surtax credit while taxing gain on distribution of appreciated property 
to the corporation and as a dividend at full value to the stockholder. Recog- 
nizing a loss, however, does not conflict with the purpose of the section to 
prevent tax avoidance. The effect of Sections 27(d) and (e) on earnings or 
profits has not yet been decided and, with the present limited applicability of 
the basic surtax credit, seems not a pressing question. Some inconsistencies 
due to specific statutory law are unavoidable. Experience may raise other 
questions complicating the simple pattern which the submitted solution 
promises, but at least it eliminates the awkward importance conferred on the 
language of corporate resolutions. 

—Marce W. SINGER * 


48 See L. Hand, C. J. in Helvering v. Roth, 115 F. 2d 239, 241 (C.C.A. 2d 1940). 

44 See William H. Jamison, 8 T.C. No. 19 (1947) [decided under I.R.C. § 117(a)]; 
see 3 MerTENS, LAw oF FEDERAL INCOME TAXATION 703. 

45 Computation of basic surtax credit at the lower of face value or market value, if divi- 
dends are declared in the obligation of the corporation. 

46 Opper, J. dissenting in First State Bank of Stratford, 8 T.C. 831, 836 (1947), citing 
R. D. Merrill, 4 T.C. 955 (1945). 

* Member of the New York Bar. 














TAXATION FOR Prosperity. By RAN- 
DOLPH E. PAUL. The Bobbs-Merrill 
Company, Indianapolis, New York, 
1947. Pp. x, 448. $4.00. 


Mr. Paul presents his volume as a 
call for a reconstruction of the fed- 
eral tax system. His consideration of 
the subject shows all the qualities 
which have made him one of the most 
distinguished students of taxation on 
the current American scene. His 
technical knowledge is, of course, un- 
surpassed. His special merit, how- 
ever, has been his determined effort 
to develop the general principles of 
his field, which in turn requires him 
to see his subject in its entirety. That 
attitude underlies the present volume, 
and it should be approached from that 
point of view. 

Mr. Paul opens his discussion with 
a history of federal taxes and fed- 
eral fiscal problems. This account 
begins with the enactment of the 
federal income tax statute of 1894, 
which was declared unconstitutional 
by the Supreme Court in 1895, and 
closes with the passage of the Reve- 
nue Act of 1945. This historical 
study, which is the longest section of 
Mr. Paul’s volume, can be sum- 
marized as follows: Our federal tax 
structure has developed over the 
years as a product of immediate eco- 
nomic demands and not as a result 
of long term planning; it is there- 
fore a hodge-podge, a real danger in 
its present form, since the pressures 
of the post-war world may cause its 
sudden collapse. But is this conclu- 
sion sufficient for the purposes 
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Mr. Paul has in mind? It is true that 
our understanding of the historical 
process is still at a rudimentary level. 
Even in the field of taxation, how- 
ever, it seems to suggest generaliza- 
tions worth further study, such as a 
possible correlation between popular 
government and direct taxes. To the 
extent that history has a contribu- 
tion to make in any effort to find the 
principles on wh*th a federal tax sys- 
tem should be constructed, it lies in 
the direction of ascertaining the uni- 
versal elements in the series of un- 
repeatable events the history books 
disclose to us. The specific proposals 
advanced by Mr. Paul for the reform 
of the federal tax system, which are 
the culmination of his argument, seem 
to lie at present outside the realm il- 
luminated by the study of history. 
History may disclose to us that cer- 
tain features of the system were 
adopted because of the influence of 
pressure groups. Mr. Paul has not 
shown that it reveals to us the prin- 
ciples on which the system should be 
remodeled. 

Do we have the knowledge today to 
reconstruct the federal tax system at 
the high level Mr. Paul envisages as 
ideal? Mr. Paul’s own answer is 
commendably cautious. We owe first, 
he remarks, at least a token of respect 
to a tax system which at its peak ex- 
tracted $46,000,000,000 annually 
from the American people with no 
bloodshed. With an eye to the prac- 
tical realities, Mr. Paul concedes that 
we are not free to scrap the present 
system and start afresh. He points 
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out that the system he proposes must 
adapt itself not only to the present 
system, but to certain apparently in- 
escapable conditions of the economic 
structure. He believes, for example, 
that the annual federal budget for 
the next decade can scarcely be less 
than $30,000,000,000 or seven times 
the budget of the twenties and almost 
three times that of the thirties. He 
argues also for other aims: our na- 
tional income must be consistent with 
maximum production and maximum 
employment; full employment must 
be maintained ; the public debt must 
be properly managed ; all idle savings 
must be suitably controlled. Few 
persons would disagree with these 
general objectives. But how are they 
to be accomplished? Mr. Paul re- 
marks that we must proceed “with 
a spirit that is brave and minds that 
are bold.” That attitude is praise- 
worthy, but it can lead to unmitigated 
disaster if based on inadequate knowl- 
edge, as the history of warfare shows. 
There is no evidence from existing 
studies that public finance has reached 
that stage of development as a branch 
of inquiry which would allow its con- 
clusions with respect to taxation to 
be acted upon with the degree of cer- 
tainty we hope eventually to demand. 

Mr. Paul’s final topic is the specific 
reforms that should be made in the 
federal tax structure. A basic premise 
of these proposals is that taxes are 
levied for purposes other than reve- 
nue only, and their social and eco- 
nomic consequences must be fully 
considered. Mr. Paul points out that 
some economists have taken the posi- 
tion that taxes are not for revenue at 
all. Since the recent experience in 
the management of central banks and 
the elimination, for domestic pur- 
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poses, of the convertibility of the 
currency into gold, governments can 
now, it is maintained, manufacture 
all the money they need. Taxes 
should therefore be imposed only to 
prevent taxpayers from spending too 
much money. The needlessness of at 
least the income tax has been argued 
before ; economists of the period im- 
mediately preceding the adoption of 
the Sixteenth Amendment insisted 
that the income tax was totally un- 
necessary as a revenue-raising mea- 
sure. Whatever the merits of the 
present conclusion may be, the old 
debate over the advisability of levy- 
ing taxes for purposes other than 
revenue is, as a practical matter, 
ended. Taxation is one of the most 
effective instruments of social con- 
trol yet devised, and it is unlikely 
that modern governments, having dis- 
covered its efficiency, will relin- 
quish it. 

The concrete proposals that Mr. 
Paul offers are the product of a sys- 
tematic survey of the federal tax 
field. They are moderate and the 
grounds on which they rest are per- 
suasively stated. They range from 
the suggestion that tax rates be so 
devised that they can be adjusted to 
shifting economic conditions, to argu- 
ments in favor of the abolition of the 
special deduction for percentage de- 
pletion with respect to mineral prop- 
erties. Undoubtedly many of Mr. 
Paul’s proposals would be the subject 
of intense political debate if their 
adoption were considered seriously by 
Congress. None of them, however, 
involves the abandonment of any vital 
principle of our present tax system 
or the adoption of any radical shift 
in our present point of view. The 
lesson of Mr. Paul’s volume seems to 
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be that, although an ideally perfect 
tax structure is probably unattain- 
able, we can move towards the at- 
tainment of that goal through the 
process of making relatively small ad- 
justments in our present laws. 

If Mr. Paul’s study leaves the 
reader with a sense of frustration be- 
cause of the failure of public finance 
to develop the knowledge necessary 
for the proper construction of a na- 
tional tax system it has other com- 
pensations. As an account of national 
fiscal problems it is an extraordinarily 
useful volume. It points out with 
great clarity the weaknesses of the 
present system; the suggestions it 
advances to overcome them represent 
on the whole perhaps the best opin- 
ion available today. Perhaps no other 
single volume provides such a clear, 
general picture of the task which lies 
immediately ahead of us in the field 
of taxation. 

—HuNTINGTON CaIrRns * 


How SwHoutp CorporaTIONs BE 
TAXED? SyMposiIuM CONDUCTED BY 
THE Tax InstiTUTE. Papers pre- 
sented by ROY G. BLAKEY, H. CHRIS- 
TIAN SONNE, MATTHEW WOLL, JOHN 
L. CONNOLLY, RICHARD GOODE, HOW- 
ARD R. BOWEN, J. KEITH BUTTERS, 
ALFRED G. BUEHLER, THOMAS N. 
TARLEAU, M. L. SEIDMAN, NORRIS 
DARRELL, W. L. HEARNE, MAURICE 
AUSTIN, MITCHELL B. CARROLL, STAN- 
LEY H. RUTTENBERG, RICHARD A, 
MUSGRAVE, ROSWELL MAGILL, H. E. 
HUMPHREYS, JR. and LEON HENDER- 
son. New York: Tax Institute, Inc., 
1946. Pp. 251. $4.00. 


American tax thinking is coming 
of age. The depression of the thirties, 


* Counsel of National Gallery of Art, 
Smithsonian Institution. 
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World War II and the skillful mass 
pedagogy of Franklin D. Roosevelt 
have been responsible for great 
strides in our approach to taxes. Few 
members of Congress would today 
express the naivete in tax economics 
reflected in a comment ascribed to 
Senator Pat Harrison. 


One time Secretary of the Treasury 
Morgenthau called up Senator Pat 
Harrison, who was at that time head 
of the powerful Finance Committee, 
and he said, ‘Senator, I would like to 
come down and discuss with you our 
new tax program,’ and Pat said, 
‘Well, Mr. Secretary, that will be all 
right, but I do hope it does not have 
any social significance.’ * 


All the nineteen business men, 
economists, labor leaders, advisers to 
government agencies, tax lawyers and 
accountants who participated in the 
1946 annual symposium of the Tax 
Institute recognize that federal tax 
policy inevitably wields profound and 
far-reaching influence upon our econ- 
omy. True, Leon Henderson, former 
O.P.A. Administrator, and H. E. 


Humphreys, Jr., Chairman of the 


Tax Council of the National Asso- 
ciation of Manufacturers, engaged in 
a sharp debate over the question 
whether we should consciously em- 
ploy the taxing power to regulate the 
economy. Humphreys, taking the 
position that we should raise reve- 
nues only to pay “for essential gov- 
ernment services,”* argues that all 
taxation “tends to slow up economic 
activity”* and attacks “starry-eyed 

1Leon Henderson, Should the Taxing 
Power Be Employed To Regulate the 
Economy, 220. All references are to pages 
in the Symposium unless otherwise indi- 
cated; the subtitles given are the subjects 
of the particular papers. 

27d, at 211. 

8 Jd. at 213. 
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planners” * who deliberately seek to 
use the fiscal power to regulate the 
economy or obtain redistribution of 
wealth. Henderson readily acknowl- 
edges that he is “one of those ‘starry- 
eyed’ dreamers”*® who believe in 
using taxation as one of the regula- 
tors of our economy, and contends we 
cannot achieve the balance between 
income produced and income spent 
which is required in order to main- 
tain a high level of economic activity, 
without using the taxing instrument 
as a regulator. Within “the tax po- 
tential,” Henderson argues, we have 
the tools and the mechanism to avoid 
inflation and deflation, to maintain 
and sustain the competitive system, to 
obtain a better distribution of wealth, 
and to deter activities which the com- 
munity wants restrained.’ The basic 
disagreement of the contributors to 
the Symposium lies in their differing 
assessments of the impact of various 
levies on our economy and in the con- 
flicting economic philosophies through 
which they view fiscal policy. 

The writers consider in detail the 
various post-war tax programs which 
are designed to deal with the corpora- 
tion-stockholder problem. These in- 
clude the proposals made in the Ruml- 
Sonne, the Committee for Economic 
Development and the Groves plans 
largely to eliminate the corporate in- 
come tax and to use corporations, as 
do the British, mainly as withholding 
agents.® There are also considered 
the programs which would solve the 


4 Ibid. 

5 Id. at 224. 

6 Id. at 224 et seq. 

7 Ibid. 

8 The Ruml-Sonne plan proposes a 5% 
tax on corporations. See note 10, infra. 
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problem at the stockholder level—the 
Lutz-Magill plan, which would allow 
the stockholder a credit for taxes 
paid by the corporation, and the Twin 
Cities Plan, which would tax the 
stockholder on only 60% of the divi- 
dends received.° 

Perhaps the most telling comment 
to be made concerning the discussion 
of broad corporate tax policy is the 
least surprising—each contributor 
supports the interests of the economic 
group which supports him. The busi- 
ness men and their professional apolo- 
gists advocate easing the tax bur- 
dens of corporations or stockholders. 
The union representatives advocate 
easing the tax burdens of workers. 
Each group finds good reasons for 
shifting the tax burden to the other. 
Thus, H. Christian Sonne, President 
of Amsinck, Sonne & Co. and Chair- 
man of the National Planning Asso- 
ciation, a distinguished, liberal busi- 
ness man, finds the corporate income 
tax an unfair levy because it imposes 
double taxation on dividend income, 
without regard to progressive rates.’® 

®The Hansen-Perloff plan makes two 
alternative proposals: (1) to withold the 
equivalent of the normal personal income 
tax rate and impose a 45% tax on corpora- 
tions; or (2) to impose a 30% tax on all 
corporation earnings and in addition to 
withhold the equivalent of the normal per- 
sonal income tax. 

10 How Should Corporations Be Taxed? 
19. Mr. Sonne, who is one of the authors 
of the Ruml-Sonne plan, does not advocate 
the complete elimination of the corporate 
income tax. Instead he favors a franchise 
tax of 5% to 10%, a tax of 16% on un- 
distributed earnings, and a very high sur- 
tax of, say 60%, on any earnings retained 
in the business in excess of 25% or $50,000 
(whichever is the larger). The stock- 
holders would bear the major burden of 
the tax through levies at progressive rates 
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He finds it an undesirable levy be- 
cause, he contends, it is passed on to 
the consumer through price increases, 
or is borne by the worker through 
lower wages." On the other hand, 
Stanley Ruttenberg, Assistant Direc- 
tor of Research of the Congress of 
Industrial Organizations, finds that 
the taxation of corporate income and 
dividends contributes to a progressive 
tax system, in view of the fact that 
the bulk of dividends are received by 
individuals in the higher income 
brackets.?? He argues that the reten- 
tion of the corporate income and divi- 
dend tax is necessary as an alternative 
to higher taxes on workers ; and that 
our economy can best be encouraged 
through the maintenance of high lev- 
els of purchasing power in the masses 
of the people. 

Mr. Sonne’s sentiments are largely 
echoed by other representatives of 
business. There are differences of 
opinion within the business group as 
to the methods advocated for re- 
lieving corporations and their stock- 
holders of a part of their tax burden. 
For example, John L. Connolly, Sec- 
retary and General Counsel, Minne- 
sota Mining and Manufacturing Com- 
pany, urges the retention of the cor- 
porate income tax, but favors instead 
the exemption of dividends from nor- 
mal tax and the first bracket surtax.”* 
Essentially, however, a plea for eas- 
ing taxes on corporations or their 
stockholders is made by W. L. 





on their dividend income. His discussion 


was one of the outstanding contributions 
to the Symposium. 

11 [bid, 

12 Does the Present Tax System Dis- 
courage Business Enterprise? 191. 

18 Should Corporations Be Taxed As 
Such? 38. 
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Hearne,’* Tax Supervisor of United 
States Steel Corporation, and Roswell 
Magill,> of Cravath, Swaine & 
Moore. Likewise, Mr. Ruttenberg’s 
views are echoed by Matthew Woll,?¢ 
Second Vice President of the Ameri- 
can Federation of Labor. 

The most thoughtful, disinterested 
and scholarly thinking as to the broad 
method of taxing corporations and 
their stockholders comes, perhaps not 
unnaturally, from the academicians 
and the governmental advisers. Pro- 
fessor Roy G. Blakey of the Uni- 
versity of Minnesota makes an evalu- 
ation of the various tax plans and 
submits a useful summary.’’ He 
points out that most of the postwar 
tax plans employ federal expenditure 
assumptions which are too low and 
that none of the programs seriously 
faces the “possible contingency of a 
period with a national income as low 
as that of the highest prewar income, 
to say nothing of a smaller one.” ?* 
Blakey professes his faith in the need 
to balance the budget over the busi- 
ness cycle. Although conceding the 
necessity of spending “‘a considerable 
amount upon . . . well planned proj- 
ects for education, health, slum clear- 


14 Does the Present Tax System Dis- 
courage Business Enterprise? 185. Mr. 
Hearne quoted a statement attributed to 
Professor Sumner Slichter of Harvard that 
“a visitor from Mars, in viewing our taxes, 
would suspect . . . ‘that a communist fifth- 
columnist was writing the laws for the 
purpose of making private enterprise un- 
workable,’ ” 

15 Jd, at 203. 

16 Should Corporations Be Taxed As 
Such? 31, 

17 Evaluation of Postwar Tax Proposals 
Made by Various Groups and Individuals, 3. 

18 Jd, at 13. 
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ance, housing, etc.,”?° he indicates 
his preference for private enterprise 
and is cold to the Keynesian econo- 
mists, whom he characterizes as “the 
apologists of those who wished to try 
unorthodox experiments to solve 
problems they did not know how to 
meet.” 2° 

Richard Goode, Economist, Divi- 
sion of Tax Research, Treasury De- 
partment, contributes a penetrating 
analysis of many of the shibboleths 
being bandied about in the current 
discussions of the taxation of cor- 
porations and their stockholders.** He 
criticizes the use of the term “double 
taxation” because of its emotional 
content and because it is designed “‘to 
condemn the present system in the 
minds of most people without further 
hearing,” recommending instead terms 
such as “relative overtaxation” and 
“relative undertaxation.” ** He notes 
that the so-called “double taxation” 
of dividends may be, in part at least, 
offset by the escape of undistributed 
corporate income from progressive 
surtax rates, which results in large 
savings to stockholders in high brack- 
ets.2*> Goode also observes that the 
prices at which many stockholders 
purchased their stock reflects current 
tax levies, and that a repeal or reduc- 
tion in the corporate tax would result 
in large windfall gains to stockhold- 
ers, accompanied by depreciation in 
the value of bonds, real estate and 
other assets.** In commenting on the 


19 [bid. 

20 Jd. at 17. 

21 The Postwar Corporation Tax Struc- 
ture, 46. 

22 Id. at 46-47. 

23 Jd. at 48. 

24 Id. at 50-51. 
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various proposed methods of modi- 
fying the existing corporation-divi- 
dends tax structure, Goode objects 
to the method whereby stockholders 
would exclude part of the dividends 
received from their taxable income. 
He says: 


. .. The tax value of the exclusion 
of dividends would equal the present 
relative overtaxation of dividend in- 
come only by coincidence and then 
only for one taxable income bracket. 
All other stockholders would get 
either a smaller or a larger benefit. 
Nontaxable stockholders would get 
no benefit at all. 

It is clear that the tax value of the 
dividend exclusion would vary di- 
rectly with the surtax rate applica- 
ble to the stockholder’s dividend 
income. Thus, high-income stock- 
holders would benefit substantially 
from the dividend-exclusion approach 
while low-income stockholders would 
benefit much less, or not at all. The 
allocation of tax reductions among 
different stockholders under the divi- 
dend-exclusion approach would not 
approximate the present overtaxation 
of distributed corporate profits as 
measured against the ‘ideal’ stand- 
ard of the partnership approach. 
Like the dividends-received-credit ap- 
proach, the dividend-exclusion ap- 
proach would in effect provide a new 
scale of graduated rates for dis- 
tributed profits—a scale beginning 
relatively high and ending relatively 
low.” 


Goode also makes a basic point, 
overlooked by many of the speakers 
in their zeal in attacking or support- 
ing particular forms of taxation, that 
each proposal must be judged in rela- 
tion to its effect on other levies.** If 

25 Jd, at 57-58. 

26 Jd. at 58. The effect on the federal 
revenues of the elimination of the corporate 
income tax was a major factor in inducing 
Mr. Connolly to reject the “imposing and 
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we are to eliminate or reduce the 
corporate income tax or the tax on 
dividends, we must find other means 
of raising the required revenues. We 
must judge the corporate tax or the 
dividends tax by comparison with the 
impact of the available alternative 
levies on the revenues and on the 
economy as a whole. We are myopic 
if we follow the method employed by 
Roswell Magill, the disarming former 
Under-Secretary of the Treasury, 
Professor of Taxation at Columbia 
Law School and tax partner in one 
of the country’s leading law firms, 
who presents himself as a country 
boy unable to understand the compli- 
cated problems of tax incidence.27 He 
satisfies himself by painting a simple, 
appealing picture of double taxation 
of corporate income and dividends, 
which he concludes is unfair to stock- 
holders and stifles business enterprise. 
Therefore, without taking into ac- 
count the comparative advantages and 
disadvantages of other levies which 
would be required to make up for 
the lost revenues, he concludes that 
the double taxation ought to be 
eliminated. 

A more cosmopolitan approach is 
taken by Richard A. Musgrave, Divi- 
sion of Research, Federal Reserve 
System, who puts the problem as 
follows: 





. . . The economic issue of taxation 
thus is to find those taxes which are 
least given to reduce private pur- 


impressive” theoretical argument in favor 
of such a step and in recommending in- 
stead the exemption of dividends from the 
combined normal and surtax starting rates. 
Should Corporations Be Taxed As Such? 
38 


27 Does the Present Tax System Dis- 
courage Business Enterprise? 203, 206. 
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chases, either consumer purchases of 
finished products or business pur- 
chases of capital goods, that is, in- 
vestment. To have our economy 
function at a high level is not enough 
to maintain consumer purchasing 
power while forgetting about invest- 
ment, or to encourage investment 
while forgetting about consumer de- 
mand. Both are needed. If we were 
to remove taxes from profits to 
avoid the depressing effect upon in- 
vestment and substitute taxes on 
wages which would reduce consump- 
tion by an equal or greater amount, 
there would be no gain to employ- 
ment as a whole and little if any gain 
to business enterprise. If we can im- 
prove the tax system by lessening the 
burden upon both investment and 
consumption, everybody, including 
business enterprise and the workers, 
will gain.* 

The Symposium does not yield any 
fruitful proposals for solving one of 
the thorniest problems of the taxa- 
tion of the corporation and its stock- 
holder—the problem of undistributed 
profits.2® The avoidance of taxes on 
retained earnings constitutes one of 
the major inequities of our income 
tax structure, operating in favor of 
the higher income groups, which hold 
the bulk of the outstanding corporate 
stocks. In addition, the retention of 
earnings by corporations places tre- 
mendous power in the hands of man- 
agement in charting the course of 
American industry. Management, not 
stockholders, ordinarily decides how 
and when corporate funds are to be 


28 Jd. at 196, 198. 

29 See Fortune, Taxes After The War, 
121 (December, 1944); and the Treasury 
Department’s excellent study by Richard 
B. Goode, The Postwar Corporation Tax 
Structure, 20 et seq. (Division of Tax 
Research, 1946). 
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reinvested, without submission to the 
test of the market. 

The solution of the retained earn- 
ings problem through the partnership 
approach, i.e., the taxation of stock- 
holders upon their pro rata shares of 
corporate income, whether or not dis- 
tributed, has been generally rejected 
as applied to larger corporations.*° 
Apart from extremely difficult ad- 
ministrative problems, it appears to 
be impracticable to tax stockholders 
on earnings they have not received 
and cannot use to pay taxes. Various 
proposals have been made which are 
designed to stimulate dividend pay- 
ments. These include the allowance 
to the corporation of a credit for divi- 
dends paid, or a credit to stockholders 
for dividends received, or the exclu- 
sion of dividends from the stock- 
holder’s income. None of these pro- 
posals, however, is likely to force 
dividend distributions.*t The reten- 
tion of earnings, even at the price 
of a corporate tax, may prove attrac- 
tive to management or to higher 
bracket taxpayers, especially when 
retained earnings may be realized 
upon through sales at the low capital 
gains rates, or the income tax thereon 
may be escaped altogether upon the 
stockholder’s death.** 


30 See J. Keith Butters, Should the Prof- 
its of Small Corporations be Taxed Like 
Partnership Earnings? 73. H. R. Bowen, 
Optional Partnership Treatment of Cor- 
porate Earnings, 61, favors the granting of 
an option to corporations and their stock- 
holders to be taxed as corporations. 

81 Note 21 supra at 51 et seq. 

82 In some of the postwar tax plans, pro- 
posals have been made for: (1) modifying 
the capital gains rates; (2) taxing the in- 
come realized from sales of stocks at ordi- 
nary income tax rates; and (3) including 
untaxed corporate earnings in the stock- 
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The proponents at the Symposium 
of the various plans to reduce cor- 
porate taxes all shy away from the 
undistributed profits tax of the late 
thirties, which imposed a substantial 
penalty on retained earnings.** True, 
that tax was a crude measure and 
produced many unfairnesses and 
hardships. But it was a new measure, 
which was killed without the benefit 
of refinement and improvement by 
experience. Unless such a tax or 
some other effective alternative is 
forged out, one of the major defects 
in our tax structure will remain un- 
solved. The problem will be consid- 
erably aggravated and will increas- 
ingly threaten the federal revenues 
if Congress should adopt any of the 
plans which reduce taxes on cor- 
porations or on dividends. 

A section of the Symposium is de- 
voted to the taxation of small cor- 
porations. Professor J. Keith But- 
ters of Harvard University presents 
a scholarly paper on the taxation of 
the profits of small corporations in 
the same manner as partnerships.** 
He concludes that neither a compul- 
sory nor an optional provision of 
that character would be desirable be- 
cause of the surtaxes to which the 
stockholders would be subjected. He 


holder’s income for the year of his death. 
See, for example, the C.E.D. and Ruml- 
Sonne plans. These proposals, however, 
have not been emphasized by the proponents 
of the various plans to ease taxation of 
corporations or their stockholders. 

88 See the discussion of the undistributed 
profits tax in How SHatt Business BE 
Taxep?, the 1936 Symposium of the Tax 
Institute, Inc. (then known as the Tax 
Policy League), by E. C. Alvord, George 
C. Haas and Professor Carl Shoup. 

84 See note 30 supra. 
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recommends instead allowing corpora- 
tions a credit for dividends paid. 

Professor Alfred G. Buehler of the 
University of Pennsylvania attacks 
the provocative question whether the 
tax system should be used to check 
monopoly.** He points out that mo- 
nopoly is a vague, elusive concept 
and that we are not desirous of 
stamping out all monopoly, but only 
monopoly regarded as _aniti-social. 
Professor Carl Shoup conducted a 
study for the Twentieth Century 
Fund some years ago, in which he 
recommended a peacetime excess 
profits tax as a means of recapturing 
excessive monopoly profits.** More 
recently, a monograph of the Smaller 
War Plants Corporation made a simi- 
lar proposal.*? Professor Buehler 
analyzes these proposals and con- 
cludes that, if adopted, the fairest 
measure of excessive profits would 
be the ratio of earnings to invest- 
ment over a period of years. Apart 
from the Herculean job of valuing 
investments year by year and the need 
for a Section 722, he concludes that 
such a measure would merely tax 
excessive profits, not monopoly prof- 
its. For similar reasons, he concludes 
that a graduated corporate income 
tax, strongly championed by Presi- 
dent Roosevelt, would not effectively 
deal with monopolies. Despite his 
sympathy for the need to curb “bad 
monopolies,” he concludes that the 

85 Should the Tax System be Used to 
Check Monopoly? 91. 

86 FacInG THE TAX ProsLEM 276-278, 
409-411 (1937). 

87 J. M. Blair, H. R. Bowen and C. C. 
Fichtner, Taxation (1945). 
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“tax system does not, however, be- 
cause of its lack of selectivity as a 
regulatory device, appear to be an 
effective medium for checking the 
particular monopolies which society 
wishes to curb.” ** 

A number of useful papers of high 
quality dealing with the detailed, tech- 
nical aspects of corporate income tax- 
ation are presented. These include 
Thomas N. Tarleau, “Effect of Sec- 
tion 102 Penalty on Current Accumu- 
lations of Corporate Earnings,” ** 
M. L. Seidman, “Deductions for In- 
terest and Dividends,” *° Norris Dar- 
rell, “How Long Should the Account- 
ing Period be for Corporate Income 
Tax Purposes,” 4? W. L. Hearne, 
“Depreciation, Depletion and Re- 
search Development Costs,” *? Mau- 
rice Austin, “Consolidated Returns 
and Intercorporate Dividends,” ** and 
Mitchell Carroll, “Tax Treaties and 
Other Tax Provisions which Foster 
or Check International Trade.” * 

This volume, like the reports 
emerging from previous symposiums 
held by the Tax Institute, Inc., de- 
serves to be on the best seller list 
for students of American taxation 
and economic problems. 


—JeroME R. HELLERSTEIN * 


38 At 108. 

89 At 111. 

40 At 130. 

41 At 135. 

42 At 152. 

43 At 160. 

44 At 173. 

*Lecturer on Taxation at New York 
University School of Law and a Faculty 
Editor of the TAx Law Review. 
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Converse Trusts—The Rise And Fall 
Of A Tax Avoidance Device 


HOWARD O. COLGAN, Jr. anp ROBERT T. MOLLOY 


“The voice is Jacob’s voice, but the hands 
are the hands of Esau.” Genesis xxvii: 22 


penne in the early 1930s the collective imagination of the 
nation’s tax attorneys was fired by the tax saving possibilities seemingly 
offered by the use in closely-knit family groups of a trust device which 
has since become generally known as reciprocal,* cross * or parallel.* None 
of these descriptive terms is really adequate to convey to the uninitiate 
the complex of meaning requiring expression. If single words alone are 
to be relied upon perhaps converse * is to be recommended above the 
others. The income of trusts revocable in the sole election of the grantor 
or by the grantor in conjunction with a person lacking a substantial adverse 
interest has long been taxable to such grantor.’ The readoption of the 
federal gift tax in 1932 ° and the evolution of favorable case law on the 
taxability of donated powers of appointment,’ both stimulated the imagi- 
nations of the tax fraternity. The product of this union of forensic 
ingenuity with physical necessity was the converse trust. The subsequent 
history of the offspring serves well to underline the dangers attendant upon 
uncritical juristic and economic miscegenation. 


Howarp O. Corcan, Jr. (B.A. Amherst, LL.B. Harvard University) is a member 
of the New York Bar and contributor to legal periodicals and to the publications of the 
Practising Law Institute. 

Rosert T. Mottoy (B.S.S. City College, LL.B. Yale University, Rhodes Scholar, 
1939) is a member of the New York Bar and contributor to legal periodicals. 

1 Hanauer’s Estate v. Comm’r, 149 F.2d 857, 859 (C.C.A.2d 1945), cert. denied, 326 
U.S. 770 (1945) (e.t.) ; Moses L. Parshelsky, 46 B.T.A. 456, 462 (1942), remanded for 
recomputation of tax, 135 F.2d 596 (C.C.A.2d 1943) (it.). 

2Estate of Samuel S. Lindsay, 2 T.C. 174, 178 (1943), appeal (C) dismissed, 
(C.C.A.3d 1944) (et.); In re Perry’s Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. 
Ct. N.J. 1932) (e.t.) ; Estate of Thomas Neal, 2 TCM 1137 (1943) (e.t.). 

3 Estate of F. S. Bell, 46 B.T.A. 484 (1942), rev'd, 137 F.2d 454 (C.C.A.8th 1943) 
(e.t.). 

This term seems first to have found expression in the early case of In re Perry’s 
Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932). 

5I.R.C. § 166. This section of the Code first took substantially its present form in 
Sec. 219(g) of the Revenue Act of 1924. 

6 Revenue Act of 1932, Secs. 501-532. 

7 Eisenstein, Powers of Appointment and Estate Taxes: I, 52 Yate L. J. 296 (1943); 
Leach, Powers of Appointment, 24 A.B.A.J. 807 (1938) ; Leach, Powers of Appointment 
and The Federal Estate Tax—A Dissent, 52 Harv. L. Rev. 961 (1939). 
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In its essence the converse trust is ridiculously simple. A successful 
entrepreneur wishes to provide for spouse and family by the usual method 
of transfers in trust in order to secure their economic future from the 
hazards of the business world. Coupled with this first desire is a second 
wish of almost equal intensity—a reluctance to release substantial control 
over the trust corpora. Control may be retained by the grantor leaving 
the trusts fully revocable, but only at the cost of having the income taxed 
to him,® and assuming the payment of a gift tax on income paid over to 
the beneficiaries,® and an estate tax on trust corpora.”® 

Many of these problems could have been met by making the trust 
irrevocable in so far as the grantor was concerned, but vesting in his 
spouse powers to amend, alter or revoke.“* Since the circle of intended 
beneficiaries was almost universally confined to what even today are 
permitted persons under the power of appointment section of the present 
Code * both for estate and gift tax purposes, and prior to 1942 constituted 
a mere limited, and hence a non-taxable, donated power of appointment,** 
flexibility together with tax exemption could thus have been achieved. 
Even this did not, however, sufficiently assuage the pangs experienced 
by the grantor from the initial “wrench of delivery.” The converse trust 
was devised to retain all the tax advantages of the foregoing trust set- 
up without requiring the settlor in reality to surrender ariy control over 
the property. 

To achieve the foregoing results, the settlor, in the simplest situation, 
would create a trust with life estate to his wife, remainder to their 
children, with power in the life tenant to amend, alter or revoke the instru- 
ment in any way whatsoever, including the power to take down the 
principal in whole or in part. On the same day, the settlor’s wife would 
likewise create a trust of equal, or perhaps smaller, amount, giving a 
life estate to her husband, remainder to their children, with powers of 
modification and revocation the converse of those granted to her under her 
husband’s trust vested in him as the life tenant. Thus, although the settlors 
had reserved no powers of beneficial enjoyment under their own respective 





8 TRC. § 166, 

®Comin’r y. Warner, 127 F.2d 913 (C.C.A.9th 1942); Leonard A. Yerkes, 47 B.T.A. 
431 (1942). 

10T.R.C. § 811(d). 

11 This follows from the fact that the gift is deemed complete as soon as the grantor 
no longer has power either alone or in conjunction with others to control disposition of 
trust assets. Cf. Estate of Sanford v. Comm’r, 308 U.S. 39 (1939); Rasquin v. Hum- 
phreys, 308 U.S. 54 (1939). Finality of the gift is not affected by the mere existence 
of a power in another not in conjunction with the grantor, to alter, amend or revoke. 
Higgins v. Comm’r, 129 F.2d 237, 242 (C.C.A.1st 1942), cert. denied, 317 U.S. 658 (1942). 

127T.R.C. § 811(f) (2) (A) and (B) (e+t.); LR.C. § 1000(c) (gt.). 

18 See note 7 supra. 
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trusts, full powers were retained over a converse trust generally of the 
same, or substantially the same, size and created simultaneously. The 
infinite variations which the ingenuity of tax counsel have rung upon this 
basic theme would have done credit to an eighteenth century contra- 
puntalist. 

It was perhaps inevitable that this tax exempt Eden would not long 
remain inviolate. The serpent first made his appearance in 1939.%* The 
use of reciprocal trusts as an informed mode of tax avoidance has thus 
been dead for some eight full years. But due tothe inelasticity of the 
grantors’ position once the tax consequences froze in a manner adverse 
to their positions, it may be said of those same converse trusts, like Mait- 
land’s famous remark about the forms of action, that they still rule us 
from their now fully taxable graves. 

The theory of the converse or reciprocal trust was first expounded in 
its currently accepted form by Judge Patterson, speaking for the Second 
Circuit,*© in disposing of litigation arising out of the death of the late 
Harold M. Lehman. There Harold, brother of Allan, and his partner 
in an investment banking house, created two irrevocable trusts on Decem- 
ber 6, 1930, giving Allan a life estate therein with remainder over to 
Allan’s children or their lawful issue. Allan was given the further power 
to take down at any time prior to December 31, 1935, $75,000 from the 
corpus of each of the two trusts of which he was the life tenant. On the 
same date, Allan created two irrevocable trusts for the benefit mutatis 
mutandis of Harold and his family, the corpora of which were identical 
with Harold’s and the provisions converse.’* 

Neither brother at the time of Harold’s demise on November 14, 1933 
had ever exercised his power of withdrawal. The securities forming the 
corpora of all four trusts had descended to the settlors from their father 
under whose name they had been held for the brothers in an account in 
their own banking house. All the instruments were drawn by the same 
attorney, who was consulted by both brothers. The stipulation of facts 
conceded that the trusts had been created in consideration of each other,” 


14 Allan S. Lehman et al., Executors, 39 B.T.A. 17 (1939), aff’d, 109 F.2d 99 
(C.C.A.2d 1940), cert. denied, 310 U.S. 637 (1940). The Board’s opinion as noted 52 
Hary. L. Rev. 1015-16 (1939) was cited with approval on appeal. 109 F.2d 99 at 100. 
See also, 1 Paut, Feperat Estate anv Girr Taxation § 7.08 (1942), § 14.22 D. n. 35 
(1946 Supp.) ; Montcomery, FeprrAL Taxes—Estates, Trusts & Girts 1947-8 562-4; 
Scott, THe Law or Trusts 112-113 (1946 Supp.) ; Cahn, Local Law in Federal Taxa- 
tion, 52 YALE L. J. 799, 815 (1943). See also warning voiced in Note, Ta.ring the Mainte- 
nance Trust, 87 U. or Pa. L. Rev. 337, 342 (1939). 

15 Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), cert. denied, 310 U. S. 637 (1940). 

16 Jbid. All four trust instruments are set forth verbatim in Record on Appeal, 
Exhibits 1-4, pp. 60-104. 

17 “With this in view said Bernheimer advised further that in order the better to 
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and this fact was, for all practical purposes, to prove conclusive. The 
Board of Tax Appeals held that : 


It can not be questioned that the decedent gave to his brother, Allan S. 
Lehman, the right to receive the income for life of the two trust estates created 
by him and a right to withdraw $150,000 from the principal of the trust 
estates during his life or until December 31, 1935, in exchange for similar 
rights of the decedent in the trust estates created by Allan. Up to the date 
of his death the decedent had the power to bring into his own estate $150,000 
of the corpora of the trusts created by Allan. The right to make this with- 
drawal out of the reciprocal trusts created by Allan was the equivalent of a 
right in the decedent to withdraw that amount from the trust estates which he 
had created. This right had a value at the time of decedent’s death of $150,000. 
It was an interest in property ‘which ceased by reason of the death.’ Edwards 
v. Slocum, supra. We are of the opinion that the respondent did not err in 
including the $150,000 in the gross estate of the decedent.*® 


On the taxpayer’s appeal this ruling was affirmed, but the somewhat 
inarticulate reasoning of the Board was expanded and refined. In view 
of the conceded fact that the trusts had been created in consideration of 
each other, the Circuit Court *° was not content merely to say that Harold’s 
right to withdraw $150,000 from Allan’s trust “was the equivalent of a 
right in the decedent to withdraw that amount from the trust estates he 
had created.” Mere equivalence would not suffice. Allan was conse- 
quently held to be the real settlor of the trusts that Harold had nominally 
created and vice versa. With Harold retaining a right to withdraw 
$150,000 from trusts created by himself, the Court concluded that such 
amount was includible in his estate. The further fact that under the 
theory of reciprocity Harold had also reserved a life estate in the trusts 
of which he was to be deemed the settlor was held to have no untoward tax 
consequences in view of the doctrine of Hassett v. Welch.” Had the trust 
been created subsequent to March 3, 1931, the amended provisions of 
section 811(c) of the Code * would have required the inclusion in Harold’s 
estate of the entire corpora of the two trusts nominally created by Allan. 


accomplish the purposes of decedent and Allan S. Lehman and assure for all time the 
segregation of said monies the trusts be established in the manner appearing from the 
instruments themselves, the said Allan S. Lehman establishing trusts for decedent and 
decedent’s children in consideration of the decedent establishing identical trusts for the 
benefit of his brother Allan S. Lehman and Allan’s children.” Lehman vy. Comm’r, 109 
F.2d 99 (C.C.A.2d 1940) Stipulation of Facts, Record on Appeal, p. 56. 

18 Allan S. Lehman et al., Executors, 39 B.T.A. 17, 27 (1939). 

19 Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), cert. denied, 310 U.S. 637 (1940). 

20 303 U.S. 303 (1938). 

21 “The fact that the transfers took place prior to the Revenue Act of 1932, wherein sec- 
tion 302(c) was amended 26 U.S.C.A. § 411(c) prevented imposition of estate tax on 
entire property put in trust by the brother for the decedent’s life use.” Lehman vy. 
Comm’r, 109 F.2d 99, 101 (C.C.A.2d 1940). 
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Chief reliance was placed by the Circuit Court upon a quotation from 
Scott, The Law of Trusts to the effect that : “A person who furnishes the 
consideration for the creation of a trust is the settlor, even though in 
form the trust is created by another person.” ** Also relied upon was In re 
Perry,” an earlier state decision in which the court had grappled with a 
reciprocal trust situation. It is worth noting, however, that the New Jersey 
court, impressed by the essential similarity of the settlors’ respective eco- 
nomic positions both before and after the transfers, in effect held such 
transfers illusory, and included in the decedent’s estate the value of the 
property he had purported to transfer.** The Lehman decision, of course, 
does not deny validity to the transfers but simply results in transposing 
grantors. This rationale neatly avoids the appellant’s arguments * that 
the transfer was for full value and hence not includible in the decedent’s 
estate even though revocable at his death, because the transfer had been 
induced by “an adequate and full consideration in money or moneys’ 
worth” within the meaning of section 302(i) of the Revenue Act of 
1926.”* 

In two earlier federal cases the argument had been made, once by the 
taxpayer ** and once by the Commissioner,” that trusts created by spouses 
containing converse provisions for the other’s benefit were in fact created 


221 Scott, THE Law or Trusts § 156.3 (1939). Accord, Lorenz v. Iversen, 3 T.C. 
756, 774 (1944) ; Blackman y. United States, 48 F. Supp. 362, 368 (Ct. Cl. 1943) ; Estate 
of George W. Hall, 6 T.C. 933, 939 (1946) Acq.; Estate of George W. Sweeney, 4 T.C. 
265, 268 (1944), aff’d sub. nom. Mergenthaler vy. Comm’r, 152 F.2d 102 (C.C.A.2d 1945) ; 
In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947), reversing 6 T.C. 587 (1946). 

23111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932). Noted, Recent Cases, 46 
Harv. L. Rev. 525 (1933). 

24“The fact that the life income is the subject of a grant back to the donor by the 
donee, instead of a technical reservation to himself by the donor, is matter of form only; 
in substance and legal effect from the stand point of the tax act, they are identical, and 
a transfer involving the former is just as taxable as one involving the latter. ... The 
fact that the life income received by the husband was not the actual income from the 
particular $100,000 fund which he transferred but came from a different $100,000 fund, 
is likewise deemed a difference of form only and not of substance. For all practical pur- 
poses, that which he received was substantially the same as the income from the fund he 
transferred.” Note 23 supra at 179. 

25 Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), Appellant’s Petition for Rehear- 
ing, pp. 6-9. 

26 This sub-section provided that: “If any one of the transfers, trusts, interests, rights, 
or powers, enumerated and described in subdivisions (c), (d) and (f) of this section 
is made, created, exercised, or relinquished for a consideration in money or money’s 
worth, but is not a bona fide sale for an adequate and full consideration in money or 
money’s worth, there shall be included in the gross estate only the excess of the fair 
market value at the time of death of the property otherwise to be included on account 
of such transaction, over the value of the consideration received therefor by the decedent.” 

27 Phillips v. Gnichtel, 27 F.2d 662 (C.C.A.3d 1928), cert. denied, 278 U.S. 636 (1928). 

28 Margaret A. Holmes, 27 B.T.A. 660 (1933) Nonacq. 
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in consideration of each other. In both instances the contention had been 
rejected. Neither of these two cases in which the converse trust doctrine 
was rejected was cited throughout the Lehman litigation, and the Circuit 
Court’s decision adopted the converse view of the state court case upon 
which at least nominal reliance was placed. Nevertheless, the converse 
trust doctrine thus enunciated has won wide if not universal acceptance.” 





CONVERSE TRUSTS AND THE FEDERAL ESTATE TAx 


Originating in the estate tax field, the converse trust theory has not 
unnaturally had its greatest efflorescence in that field. The basic theory 
being that one trust was created in contemplation of and in consideration 
for the setting up of a companion converse trust, it is readily apparent 
that subjective intent on the settlors’ part becomes the determinative 
factor.*° As in almost all situations where the law undertakes to ascertain 
subjective intent, such intent becomes inferable from objective data.* 
This deductive process is, of course, particularly necessary in estate tax 
cases where the decedent, whose intent is being ascertained, is no longer 
available to testify, where the relevant events almost inevitably occurred 
years before, and where those who were closest to the decedent and hence 
in the best position to testify as to his intentions, may be scattered, dead, 
or so laden with self-interest as to render their testimony of little pro- 
bative worth.* 

Counsel for the taxpayer in the Lehman case had quite innocently but 
quite fatally stipulated that Allan had established his trusts for the benefit 
of “decedent and decedent’s children in consideration of the decedent estab- 
lishing identical trusts for the benefit of his brother, Allan S. Lehman, 


29 For example see, Hanauer’s Estate v. Comm’r, 149 F.2d 857 (C.C.A.2d 1945), cert. 
denied, 326 U.S. 770 (1945) ; Cole’s Estate v. Comm’r, 140 F.2d 636 (C.C.A.8th 1944) ; 
Moses L. Parshelsky, 46 B.T.A. 456 (1942), remanded for recomputation of tax, 135 
F.2d 596 (C.C.A.2d 1943). But cf. Fanny M. Dravo et al., Executors, 40 B.T.A. 309 
(1939), aff'd, 119 F.2d 97 (C.C.A.3d 1941). 

80 Marrs McLean, 41 B.T.A. 1266 (1940), aff’d on this point, 127 F.2d 942 (C.C.A.5th 
1942) (g.t.) ; Moses L. Parshelsky, 46 B.T.A. 456 (1942), remanded for recomputation 
of tax, 135 F.2d 596 (C.C.A.2d 1943) ; Estate of Samuel S. Lindsay, 2 T.C. 174 (1943), 
appeal (C) dismissed, C.C.A.3d 1944. 

81 Ho_tmes, THE Common Law (1881) Lecture IV. 

82 “The chief witness in behalf of the petitioner was decedents’ daughter, Mrs. Becker. 
She was the sole legatee under the will of each of the decedents and obviously was a 
biased witness. Her testimony was not impressive. She was adamant in stating that 
neither of the decedents knew of the intended execution of the other decedent’s trust, 
but when asked to give an explanation of such testimony she was unable to do so except 
to state that she knew that fact to be true. She insisted on these assertions, although 
she admitted that the decedents had not been instructed to withhold the information about 
the creation of the respective trusts from each other and that she was not always in 
their presence.” Estate of John H. Eckhardt, 5 T.C. 673, 681-2 (1945) Acq. (e.t.). 
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and Allan’s children.” ** Subsequently other taxpayers have made simi- 
larly fatal concessions.** 

Where the taxpayer failed to prove quite so obliging,** the courts have 
had necessarily to inquire into the facts from which motive would be 
inferable. Direct proof has frequently been lacking ** or, when present, 
deemed unworthy of full belief.** From a factual point of view, the courts 
have held where a wife creates a converse trust contemporaneously with 
that of her husband, such creation will be deemed prima facie to have 
been made in consideration of her spouse’s if she knew beforehand of his 
intention to create “a trust of substantial dimensions for the benefit of 
family beneficiaries.” ** The fact that when she created her trust she 
did not know the value of the trust her husband was creating, or its precise 
terms, was not deemed material.*® 

Employment of and consultation with the same attorney “° or invest- 
ment counsellor ** by the settlors of trusts containing converse provisions 
has proven a strong factor in favor of an ultimate finding that such trusts 
had in fact been created in consideration of each other. The reason per- 
haps for this view is that the employment of a single legal or investment 


0 


83 Note 17 supra. 

84 Estate of Thomas Neal, 2 TCM 1137 (1943) (e.t.); Estate of Olive H. Oliver, 
3 TCM 408 (1944), aff'd per curiam, 148 F.2d 210 (C.C.A.3d 1945). (e.t.); Estate of 
Frederick S. Fish, 45 B.T.A. 120 (1941), appeals (T) (C) dismissed, C.C.A.2d 1942 
(e.t.). 

85 Purdon Smith Whitely, 42 B.T.A. 316 (1940) (it.); In re Lueders’ Estate, 164 
F.2d 128 (C.C.A.3d 1947), reversing 6 T.C. 587 (1946) (e.t.); Estate of Carrie Stark 
Newberry, 6 TCM —, CCH Dee. 15,772 (M) (1947) (e.t.), appeal (T) pending, C.C.A.3d 
1947. 

36 Marrs McLean, 41 B.T.A. 1266 (1940), aff’d on this point, Comm’r v. McLean, 127 
F.2d 942 (C.C.A.5th 1942) (g.t.); In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947), 
reversing 6 T.C. 587 (1946) (e.t.) ; Lewis W. Welch, 8 T.C. 1139 (1947) Acq. (i.t.). 

87 Estate of John H. Eckhardt, 5 T.C. 673 (1945) (e.t.) ; Hanauer’s Estate v. Comm’r, 
149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 770 (1945) (e.t.). The taxpayer’s 
evidence as to motive was, however, deemed acceptable in Estate of Samuel S. Lindsay, 
2 T.C. 174 (1943), appeal (C) dismissed, C.C.A. 3d 1944 (et.); Estate of Henry S. 
Downe, 2 T.C. 967 (1943), appeal (C) dismissed, C.C.A.2d 1944 (e.t.). 

38 Hanauer’s Estate v. Comm’r, 149 F.2d 857, 859 (C.C.A.2d 1945), cert. denied, 326 
U.S. 770 (1945). 

89 bid. 

40 Hanauer’s Estate, note 38 supra; Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), 
cert. denicd, 310 U.S. 637 (1940) (e.t.) ; Estate of John H. Eckhardt, 5 T.C. 673 (1945) 
(et.); Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942) (g.t.); Rose Mary Hash, 
4 T.C. 878 (1945), aff'd, Hash v. Comm’r, 152 F.2d 722 (C.C.A.4th 1945) (it.) ; Estate 
of Carrie Stark Newberry, 6 TCM —, CCH Dec. 15,772 (M) (1947) (e.t.), appeal (T) 
pending, C.C.A.3d 1947. Presumption created by employment of same attorney was re- 
butted in Estate of Samuel S. Lindsay, 2 T.C. 174 (1943), appeal (C) dismissed, C.C.A.3d 
1944 (e.t.) ; In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947), reversing 6 T.C. 587 
(1946) (e.t.). 

41 Estate of Carrie Stark Newberry, note 40 supra. 
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counsellor would indicate an integrated and well formulated plan. The 
fact that such plan was the actual creation of the spouses’ attorney *? or 
the male spouse,** does not appear to be controlling. 

Temporal identity of creation is naturally a powerful bit of objective 
evidence from which subjective motive may be inferred. Although in 
most cases where two or more trusts have been held to be converse such 
trusts were created on the same day,** this is not a condition essential to a 
finding that one of the trusts was created in consideration of the other. 
For example, the lapse of a two-day period between the dates when the 
trusts in question were created was viewed as immaterial in Purdon Smith 
IVhiteley,** and an interval of six days was likewise not deemed to alter 
the reciprocal nature of the trusts in Estate of John H. Eckhardt.*® In 
Verner A. Wieboldt * a period of thirteen days elapsed between the time 


42“The trust agreements were prepared by Morris L. Ernst, a cousin of Carrie H. 
Hanauer, who was her and decedent’s personal attorney. . . . Again in the spring of 1932, 
decedent discussed the trust with Ernst, and, in particular, the clauses of a trust. Ernst 
also had conversations with Carrie H. Hanauer. Ernst advised both that if they intended 
creating trusts they should not delay because gift tax legislation was pending in Con- 
gress and probably would be enacted. Ernst submitted drafts of clauses to decedent. As 
Carrie H. Hanauer was not business wise, Ernst obtained her instructions and told her 
that he was going to put the same technical clauses in her trust as in decedent’s trust. 
. . . She asked Ernst if it would be a good idea for her to create a trust, too, and Ernst 
said he thought it would be a good thing for her to do.” Estate of Jerome J. Hanauer, 
2 TCM 1070, 1072 (1943), aff'd, 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 
770 (1945). Cf. Stipulation of Facts in Lehman case quoted supra note 17. See also, 
Estate of Carrie Stark Newberry, 6 TCM —, CCH Dec. 15,772 (M) (1947), appeal (T) 
pending, C.C.A.3d 1947: (“Both of them knew the general provisions of the trust instru- 
ments, which they executed but the form and technical provisions of the instruments were 
determined by their attorney.”). 

48 See Hanauer’s Estate v. Comm’r, 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 
U.S. 770 (1945). See also “Decedent felt the trusts should be established for their pro- 
tection in their old age, and in order that they could continue to live in their home re- 
gardless of events. He wanted the money put aside so they could not spend it. His 
wife made no suggestion in connection therewith, but told him to do whatever he wished.” 
Estate of Henry S. Downe, 2 T.C. 967, 969 (1943), appeal (C) dismissed, C.C.A.2d 
1944 (e.t.). 

44 Hanauer’s Estate v. Comm’r, supra note 43; Lehman v. Comm’r, 109 F.2d 99 
(C.C.A.2d 1940), cert. denied, 310 U.S. 637 (1940) (e.t.) ; Cole’s Estate v. Comm’r, 140 
F.2d 636 (C.C.A.8th 1944) (e.t); Estate of Olive H. Oliver, 3 TCM 408 (1944), aff'd 
per curiam, 148 F.2d 210 (C.C.A.3d 1945) (e.t.); Estate of Carrie Stark Newberry, 6 
TCM —, CCH Dec. 15,772 (M) (1947), appeal (T) pending, C.C.A.3d 1947 (e.t.); 
Estate of Frederick S. Fish, 45 B.T.A. 120 (1941), appeals (T)(C) dismissed, C.C.A.2d 
1942 (e.t.) ; Henry F. Haldeman, 6 T.C. 345 (1946) (i.t.) ; Estate of Henry H. Scholler, 
44 B.T.A. 235 (1940), appeal (T) dismissed, C.C.A.3d 1942 (e.t.) ; Claire Giannini Hoff- 
man, 2 T.C. 1160 (1943), aff’d, 148 F.2d 285 (C.C.A.9th 1945), cert. denied, 326 U.S. 730 
(1945) (e.t.); Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942) (g.t.); Rose Mary 
Hash, 4 T.C. 878 (1945), aff'd, Hash v. Comm’r, 152 F.2d 722 (C.C.A.4th 1945) (it.). 
45 42 B.T.A. 316 (1940) (it.). 
465 T.C. 673 (1945) (et.). 

475 T.C. 946 (1945) Acq. (i.t.). 
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the wife created her trust and the date when the husband created a con- 
verse trust, yet the Lehman doctrine was held applicable. It naturally 
follows that where trusts containing converse provisions were actually 
created on the same day by husband and wife, a predating of the husband’s 
trust by almost four months will not preclude a finding that the trusts 
were in fact created in consideration of each other.** 

The most striking case involving converse trusts in so far as time of 
creation is concerned is undoubtedly Jn re Lueder’s Estate.** There 
the decedent’s husband transferred all of his property, worth some 
$640,000, to an irrevocable trust on July 2, 1930, naming himself and 
City Bank Farmers Trust Company as trustees. Under the terms of the 
trust indenture, a life estate was granted to the settlor’s wife, the decedent 
here, with remainder over in trust for the settlor’s three children. A 
power was also vested in the decedent to amend, alter or revoke, including 
the right to vest corpus in herself, a power which she never, in fact, exer- 
cised. Iifteen months later, when the husband's trust was worth $373,000, 
the decedent created a converse trust worth $349,200 for her husband. 
At the time of the creation of the decedent’s trust, her husband was in dire 
financial straits, so much so that within a month he had called for and 
received the entire corpus of the decedent’s trust. On these facts, the Tax 
Court, with five judge dissenting,” included in the decedent’s estate the 
fair market value amounting to $363,988.55, as of the date of the de- 
cedent’s death, of the trust setup by her husband in 1930. 

Despite the lapse of a fifteen-month period between the creation of the 
two trusts, the Tax Court was of opinion that: 


51 


These facts compel the conclusion that the decedent furnished consideration 
for the trust which was in existence at the date of her death. She must be 
deemed to have been the settlor of that trust, even though in form, the settlor 
was her husband. This conclusion is impelled by the effects of the transactions 
of the decedent and her husband relating to their respective assets. The two 
trusts which were created were reciprocal upon the creation in 1931 of the 
second trust. This is because, under a practical view of the facts, the creation 
of a trust by the decedent in 1931 made it feasible for the 1930 trust to be 
continued in existence. Furthermore, the circumstances strongly indicate that 
Frederick Lueders had some assurance in 1930, when he transferred all of his 


48 Estate of Haydn S. Cole, 1 TCM 405 (1943), aff'd, 140 F.2d 636 (C.C.A8th 
1944) (et.). 

496 T.C. 587 (1946), rev'd, 164 F.2d 128 (C.C.A.3d 1947) (et.). 

506 T.C. 587 (1946). 

51In reversing, the Third Circuit made much of the fact that of the five dissenting 
judges, Van Fossan had written the Lindsay opinion, Murdock, the McLean opinion, 
and Charles P. Smith, the Lehman opinion. The other two dissenting judges were Leach 
and Tyson JJ. 
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assets to a trust that the decedent would not fail to provide him with some 
assets, in return, if necessary. She did this a little over one year thereafter.** 





In consequence, decedent was deemed for estate tax purposes to be the 
true settlor of the trust nominally created by her husband. The non- 
equivalence in dollar value of the two trusts at any time was not deemed 
significant. Under such converse theory she had, of course, reserved a 
life estate coupled with a power to revest corpus in herself in a trust of 
which she was the settlor. The corpus value as of her death was therefore 
included in her estate under section 811(d).** 

On appeal by the taxpayer, the Third Circuit, finding that the Tax 
Court had “made no specific finding either in its finding of facts or in its 
opinion, that the decedent and her husband had ever entered into an agree- 
ment, express or implied, to make reciprocal transfers of property” re- 
versed.*° The Tax Court was held to have arrived at its conclusion that 
consideration for the wife’s transfer existed in the form of her husband’s 
earlier trust “. . . by a curios series of deductions, which in view of 


526 T.C. 587, 592, 593 (1946). The Court further stated that: “In October of 1931 
the decedent could not have been acting independently, and we do not believe that her crea- 
tion of a trust for the benefit of her husband was entirely unrelated to his termination of 
that trust within 30 days thereafter. Also, we do not believe that the amount of prop- 
erty which the decedent took out of her separate estate and transferred to a trust for 
her husband had no relation to the then value of the corpus of the trust created by her 
husband. Furthermore, a realistic view indicates that the decedent was under a moral 
obligation to provide her husband with assets when he became in need. It is not impos- 
sible that the decedent and her husband had some understanding, at the time he created 
a trust in 1930, that she would so act, if necessary. . . . When, therefore, petitioner trans- 
ferred her own property to a trust for her husband, which he could terminate, instead of 
terminating the existing trust and returning his property to him, there was a mutual ex- 
change of property. The property which the decedent transferred to a trust for her 
husband constituted a quid pro quo for the property which was allowed to remain in the 
existing trust. The property which the decedent transferred out of her separate estate 
had its equivalent on October 21, 1931, in the corpus of the 1930 trust, which the de- 
cedent had only to terminate in order to restore to herself the equivalent of that which 
she conveyed on the above date.” 

53 The current powers of appointment sections of the Code, § 811(f), did not become 
effective until October 21, 1942, whereas the decedent here died March 29, 1942. The 
corpus was, of course, not includible in the decedent’s estate under § 811(a) by reason 
of Estate of Gertrude Leon Royce, 46 B.T.A. 1090 (1942); Estate of Helen Schwartz, 
6 TCM —, CCH Dec. 15,621 (M) (1947). 

54In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947) (e.t.). 

55 bid. On a similar failure of the Tax Court to make affirmative findings of con- 
sideration to support its application of the Lehman doctrine, the Eighth Circuit in Cole’s 
Estate v. Comm’r, 140 F.2d 636 (C.C.A.8th 1944) had gone out of its way to affirm by 
finding that a reference to and quotation from Estate of Frederick S. Fish, 45 B.T.A. 
120 (1941) was sufficient to incorporate the findings of that case, including a finding of 
consideration, into the Tax Court’s opinion in the Estate of Haydn S. Cole, 1 TCM 405 
(1943). Affirmance was also had in reliance upon the Clifford case. This latter theory 
as applied to the converse trust field is treated more fully later in this article. 
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the record itself fail to attain the dignity of factual inferences and can 
only be described as ‘hunches.’ ” °° 

The Tax Court’s error was held to have arisen through a misconception 
of the true meaning of “consideration” *’ which must arise or exist at the 
time the original transfer was made to transform the exchange from a gift 
into a sale. Transfers may constitute gifts, the Tax Court was reminded, 
“even though there was concerted action with respect thereto by the parties 
interchanging them.” °° 
Perhaps most significantly of all the Circuit Court held that: 


Under the Stipulation of Facts, the trust created by the decedent’s husband 
was on its face a prima facie gift, thus imposing the burden on the Govern- 
ment to rebut. . . . (emphasis added).*® 


One judge dissented on the ground that although no specific finding 
as to consideration had been made by the Tax Court, a substantial basis 
for such a conclusion existed in the record. The dissenting judge felt 
the case should be reversed but remanded to the Tax Court for further 
findings “. . . in view of the following uncontroverted facts: (1) the 
close relationship and advanced age of the settlors of the trusts involved, 
(2) the depletion of the personal resources of decedent’s husband conse- 
quent upon the creation of the 1930 trust, (3) the similarity of the trusts, 
for which the same attorneys were used, and (4) the similarity of amount, 
although the securities forming the corpus of the trusts were not the 
same.” © As a second ground for his opinion he expressed the belief that 
the Tax Court should be allowed opportunity to consider “. . . whether 
the bundle of rights granted decedent by the 1930 trust was such as to 
require the application of the principles exemplified by Helvering v. 
Clifford, 309 U.S. 331 (1940).” * 

It must not be thought, however, that merely because trusts are re- 
spectively created by husband and wife on the same day with converse 
provisions and identical corpora that they will of necessity be deemed 
converse or reciprocal within the meaning of the Lehman doctrine.” It 
cannot too strongly be emphasized that intention of the parties is the touch- 


56 Note 54 supra. 

57 The presence or absence of “consideration” was further held to be a question of 
law, not of fact, th:1s disposing of the Dobson rule. In re Lueders’ Estate, note 54 supra. 

58 Note 54 supra. 

59 [bid. 

80 J bid. 

61 Jbid. The application of the Clifford doctrine to converse trusts is dealt with at 
length infra. 

62 Lewis W. Welch, 8 T.C. 1139 (1947) Acq. See also Estate of. Samuel S. Lindsay, 
2 T.C. 174 (1943), appeal (C) dismissed, C.C.A.3d 1944. 
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stone of taxability. The full facts surrounding the creation of the trusts 
may be brought forward to rebut any implication of mutual consideration 
raised by coincidence of temporal identity of creation. 

Until 1947 it seemed well established that any finding by the Com- 
missioner that trusts had been created or had not been created in con- 
sideration of each other was entitled to the usual statutory presumption 
of correctness.** Even where trusts were created respectively by husband 
and wife, it was an accepted doctrine that: 





Taxpayer may not by merely pointing to the fact that ; the trusts were created 
at the same time ; were in equal amounts ; and contained reciprocal provisions, 
claim a discharge of the burden resting on him to show that the transfers were 
made in consideration of each other.®* 


Recent cases ®* have given short shrift to the statutory presumption in 
support of the Commissioner’s findings and have seemingly placed the 
burden of proof of the settlor’s motive squarely upon the Commissioner. 

Until this recent and highly questionable innovation of placing the 
burden of proving the settlor’s motive on the Commissioner, the taxpayer 
had only once successfully borne the burden of proving an intent yielding 
a favorable tax result. In Estate of Samuel S. Lindsay the settlors of 
both trusts, husband and wife, were dead. The husband had executed a 
trust dated December 28, 1934, with a corpus worth $104,500. The trust 
instrument had been drawn by his son, an attorney, who was also one of 
the two trustees. Under the trust instrument a life estate was given to 
the wife with corpus over in trust to the settlor’s six sons for their lives, 
then to their respective wives for their lives; with the ultimate fee vesting 
in the sons’ children. On being shown a copy of the proposed trust in- 
strument by her husband, the wife consulted her attorney-son and on 
December 27, 1934 executed a converse trust drawn by her son and having 
a corpus worth $108,575. The securities constituting the corpus were 


63 “The fact that the trusts were created at the same time and contained reciprocal 
provisions does not prove that one was created in consideration of the other, and the 
fact that the transfers were in equal amounts and made at the same time does not show 
that one was made in consideration of the other. If any agreement existed between the 
petitioners for the creation of the trusts and for the transfers, that fact would be best 
known to them and they should have proved it. We may not assume any fact for their 
benefit.” Marrs McLean, 41 B.T.A. 1266, 1267 (1940), aff’d on this point, 127 F.2d 942 
(C.C.A.5th 1942) (g.t.). “We have only the stipulated facts before us and they contain 
no agreement that the instruments are reciprocal trusts. The petitioner does not spe- 
cifically deny that they were reciprocal. The burden was upon the petitioner to show 
otherwise.” Purdon Smith Whiteley, 42 B.T.A. 316, 321 (1940) (i-t.). 

64 Comm’r v. McLean, 127 F.2d 942, 943 (C.C.A.5th 1942). 

65 Lewis W. Welch, 8 T.C. 1139 (1947) Acq. (i.t.) ; In re Lueders’ Estate, 164 F.2d 128 
(C.C.A.3d 1947) (e.t.). 

662 T.C. 174 (1943), appeal (C) dismissed, C.C.A.3d 1944 (et.). 
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selected by her same son. The wife named the same parties as trustees that 
her husband had. 

To rebut this damaging evidence the executors showed that the husband 
had long contemplated the creation of a trust for the benefit of his six 
children, and had first discussed the matter with his attorney in 1917. 
The matter had frequently been canvassed thereafter, actively in 1928, 
again in 1932, and was finally brought to fruition in 1934. Originally 
the husband had not contemplated making his wife the life tenant and 
had ultimately done so only on the urging of his son, the attorney. It 
further appeared that although the husband’s trust was dated December 
28, 1934 and his wife’s on December 27, 1934, in point of fact his had 
actually been executed at some date between December 4 and December 
10, 1934, the post-dating being due to the settlor’s desire “to retain for 
himself the year end dividends on the stock comprising the trust corpus 
and yet to complete the transaction before the first of the following year 
in order to avoid increased gift tax rates.” In addition, it was shown that, 
although the wife knew of the husband’s intention, her own plan to create 
a converse trust for him was not revealed to him at any time prior to its 
actual creation. 

On this evidence the Tax Court therefore stated : 


We are satisfied, on the record, that there was neither agreement nor tacit 
understanding between the two grantors that the trusts should be created. The 
facts show that the idea of making the wife his life income beneficiary was 
first suggested to the husband by his son and that the father demurred but 
finally yielded to the suggestion: When the husband was about to consummate 
the transfer by execution of the trust he showed the instrument to his wife. 
She thereupon also consulted her son, who had drawn up the husband’s agree- 
ment, and told him substantially that she wished to make a similar trust, but 
she did not want her husband to know anything about it. This plan was carried 
out and she executed her agreement, so far as the record shows, without the 
knowledge of her husband. The son testified that he suggested to his mother 
that his father be made the life income beneficiary in her trust. He also sug- 
gested to his mother the amount to be placed in the trust, which action accounts 
for the fact that the trusts were of practically equal value when created. But 
the facts that the trusts were executed about the same time, were in substan- 
tially equal amounts, and had similar provisions are not conclusive that the 
trusts were interdependent and were executed in consideration of each other. 
See Marrs McLean, 41 B.T.A. 1266, and the opinion of the Circuit Court of 
Appeals affirming that case on this point, 127 Fed. (2d) 942, 943.% 


The conclusion of the Court “that the trusts were not reciprocal, were 
not made each in consideration of the other, and that respondent erred 
in adding the corpus of each trust to the taxable estate of the life income 


67 Estate of Samuel S. Lindsay, 2 T.C. 174, 178-9 (1943). 
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beneficiary” °° might be justified in so far as it holds that the husband’s 
trust was not created in consideration of his wife’s, he being completely 
ignorant of her intentions in that regard. With respect to the wife’s 
estate, however, the decision is open to greater question. For example, 
in Hanauer’s Estate v. Commissioner, on very similar facts, the wife was 
held to have been motivated by her mere knowledge that her husband was 
planning to create a substantial trust in favor of family beneficiaries. 
There, as in the Lindsay case, the wife had actually seen an almost final 
draft of the trust instrument, which was actually executed by the husband 
and included a life estate for her. It would appear, therefore, that the 
Tax Court might well have concluded that, although the husband was not 
motivated by the creation of a trust by his wife for his benefit, yet his 
wife, being fully aware of his intentions, was so motivated in the creation 
of a trust for his benefit by her knowledge of his intentions. 

Collateral to this issue it seems well established that a trust may be 
reciprocal in part and in part nonreciprocal. For example, in Cole’s 
Estate" the trust created by the husband consisted originally of 600 
shares of corporate stock with another 100 shares being added later. The 
trust created on the same day nominally by the wife—although in all other 
respects the converse of her husband’s—consisted of only 300 shares of 
the same stock. Facts as of the date of the trusts’ creation determines the 
extent of the applicability of the converse doctrine. In consequence, it 
was concluded that to the extent of 300 shares each, the trusts were 
reciprocal, in that they had been created in consideration of each other, 
so as to transpose grantors. Other cases * ‘accord with this view under 
which the entire value of the smaller trust is included in the estate of the 
reciprocal or nominal creator of the larger, fair market value being deter- 
mined as of the valuation date of the estate of the nominal settlor of the 
larger trust where he dies first." 

In order for one trust to be considered to have been created in con- 
sideration of another, no precise relationship between the settlors appears 
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88 Jd. at 179. 

-89 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 770 (1945). 

70 Estate of Haydn S. Cole, 1 TCM 405 (1943). 

71In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947) ; Estate of Jerome J. Hanauer, 
2 TCM 1070 (1943), aff'd, 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 770 (1945). 

72 Hanauer’s Estate vy. Comm’r, note 71 supra; Estate of Thomas Neal, 2 TCM 1137 
(1943) ; Estate of Olive H. Oliver, 3 TCM 408 (1944), aff'd per curiam, 148 F.2d 210 
(C.C.A.3d 1945) ; Estate of Frederick S. Fish, 45 B.T.A. 120 (1941), appeals (T)(C) 
dismissed, C.C.A.2d 1942. 

78 Note 72 supra. Efforts af the Commissioner to tax the settlor of the larger trust 
with both trust estates have proved fruitless. Estate of Frederick S. Fish; Estate of 
Thomas Neal, both note 72 supra, 
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requisite. In all the reported cases where the converse trust doctrine has 
been in issue a close relationship by blood or marriage did, however, exist. 
The reciprocal trust doctrine has been held applicable to trusts where the 
settlors were brothers,"* father and daughter,* mother and son,” brothers 
and sister,"’ and brother and sister ; ** but the most frequent relationship 
is not one of blood but of law, i.e., that existing between husband and 
wife.” 

In examining the converse trust doctrine, sight must not be lost of the 
fact that, even though trusts are deemed converse, it does not necessarily 
follow that the corpora thereof will be included in the true settlor’s estate. 
The doctrine requires only that the nominal settlors be interchanged. If 
after such transposing of settlors nothing is includible in the true settlor’s 
estate under normal estate tax principles, that is, under some provision of 
section 811 of the Code, no harmful tax consequences will result.*° 

No uniformity of interests retained in the trust estate by the converse 
grantor appears from the cases. A life estate is commonly reserved * but 
not invariably.*? Yet even such reservation of a life estate would not have 
adverse tax consequences if the trust had been created prior to March 3, 


74 Moses L. Parshelsky, 46 B.T.A. 456 (1942), remanded for recomputation of tax, 
135 F.2d 596 (C.C.A.2d 1943) (i.t.) ; Estate of Henry H. Scholler, 44 B.T.A. 235 (1940), 
appeal (T) dismissed, C.C.A.3d 1942 (e.t.) ; Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 
1942), reversing on another point, 42 B.T.A. 954 (1940) (g.t.); Allan S. Lehman et al., 
Executors, 39 B.T.A. 17 (1939), aff'd, 109 F.2d 99 (C.C.A.2d 1940), cert. denied, 310 
U.S. 637 (1940) (e.t.). 

75 Estate of George W. Sweeney, 4 T.C. 265 (1944), aff'd sub. nom. Mergenthaler v. 
Comm’r, 152 F.2d 102 (C.C.A.2d 1945) (et.). 

76 Estate of Olive H. Oliver, 3 TCM 408 (1944), aff'd per curiam, 148 F.2d 210 
(C.C.A.3d 1945) (e.t.). 

77 Claire Giannini Hoffman, 2 T.C. 1160, 1180-85 (1943), aff’d, 148 F.2d 285 (C.C.A.9th 
1945), cert. denied, 326 U.S. 730 (1945) (e.t.), accord, In re Jones’ Estate, 350 Pa. 120, 
38 A.2d 30 (Sup. Ct. Pa. 1944) (et.). 

78 Purdon Smith Whiteley, 42 B.T.A. 316 (1940) (it.). 

79 Hanauer’s Estate v. Comm’r, 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 
770 (1945) (e.t.); Cole’s Estate v. Comm’r, 140 F.2d 636 (C.C.A.8th 1944) (e.t.); 
Estate of Carrie Stark Newberry, 6 TCM —, CCH Dec. 15,772 (M) (1947), appeal (T) 
pending, C.C.A.3d 1947 (et) ; Henry F. Haldeman, 6 T.C. 345 (1946) (it.) ; Werner A. 
Wieboldt, 5 T.C. 946 (1945) (i.t.) ; Estate of John H. Eckhardt, 5 T.C. 673 (1945) (e.t.); 
Estate of Frederick S. Fish, 45 B.T.A. 120 (1941), appeals (T)(C) dismissed, C.C.A.2d 
1942 (e.t.). 

80 Fanny M. Dravo et al., Executors, 40 B.T.A. 309 (1939), aff'd, 119 F.2d 97 
(C.C.A.3d 1941), (g.t.) ; Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), cert. denied, 
310 U.S. 637 (1940) (e.t.); Estate of Henry S. Downe, 2 T.C. 967, 974-5 (1943), 
appeal (C) dismissed, C.C.A.2d 1944 (e.t.) ; Estate of Alma W. Liebmann, 3 TCM 303 
(1944) (et.). 

81 For example see, Purdon Smith Whiteley, 42 B.T.A. 316 (1940) (i.t.) ; Hanauer’s 
Estate v. Comm’r, 149 F.2d 857 (C.C.A.2d 1945), cert. denied, 326 U.S. 770 (1945) 
(e.t.) ; Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942) (g.t.). 

82 See Henry F. Haldeman, 6 T.C. 345 (1946) (i.t.); Werner A. Wieboldt, 5 T.C. 
946 (1945) Acq. (i.t.). : 
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1931.** The reservation of a power to invade principal, however, does 
result in causing property subject thereto to be included in the estate of the 
holder of such power under section 811(d) when settlors are inter- 
changed.* 

On a few occasions an estate has argued against the inclusion of the 
corpus of a converse trust admittedly created in consideration of another, 
on the ground that fair value was_received for the transfer. Perhaps the 
resul €ved explain why the argument is not mfore often advanced.® 
In Claire Giannini Hoffman * the decedent Virgil had contributed 9.25% 
of the value of an irrevocable trust at the time of its creation. A similar 
percentage had been contributed by Virgil’s brother and sister, with their 
parents contributing the balance. The children each had a right to one- 
third of the trust net income for life with a power to appoint one-third 
of the corpus by will, with remainder over to their then surviving children 
in default of such appointment. On Virgil’s death 9.25% of the then 
fair market value of the trust corpus was included in his estate on the 
ground that his death was the occasion of an enlargement of the interest 
of the remaining beneficiaries. Alternatively, it was held that: “If his 
estate is not to include the value of the property transferred to the trust 
it must include the value at the time of his death of his interest in the 
trust, which comes to the same thing, since it was measured by the value 
of the property which he contributed,” * citing the Lehman case. 





83 The date of the Joint Resolution of Congress, c. 454, 46 Srat. 1516, amending 
Sec. 302(c) of the Revenue Act of 1926. 

84 Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940), cert. denied, 310 U.S. 637 (1940) ; 
Estate of Frederick S. Fish, 45 B.T.A. 120 (1941), appeals (T)(C) dismissed, C.C.A.2d 
1942. If the settlor’s power to invade is subject to restraint in equity then inclusion of 
trust corpus in his estate may be avoided. Fanny M. Dravo et al., Executors, 40 B.T.A. 
309 (1939), aff’d, 119 F.2d 97 (C.C.A.3d 1941). 

85In Phillips v. Gnichtel, 27 F.2d 662, 665 (C.C.A.3d 1928), cert. denied, 278 U.S. 
636 (1928), decedent transferred 51% of the stock in a family owned corporation to 
himself in trust, life estate to wife, remainder to their children. The wife in turn created 
a converse trust, the corpus of which consisted of the remaining 49% of the stock. 
Although admittedly decedent had created his trust in contemplation of death, his 
estate argued that the transfer had been for value and so was not includible in his estate. 
This contention was rejected, the Circuit Court holding: “The consideration was ‘fair’ 
in the sense of being ‘honest’ for there is here no charge of fraud; it was not fair in 
that it was not ‘reasonable’ in a contractual sense. . . . If measured by money’s worth, 
what Henry Kraft received was not worth in money what he gave.” In the Lehman 
case the decedent had received more in money value than he gave up (Lehman v. Comm’r, 
109 F.2d 99 (C.C.A.2d 1940, Petition for Rehearing, p. 8) yet his estate fared no better. 
See also In re Perry’s Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932), 
where the claim of the estate of the settlor of a reciprocal trust that the transfer was 
for fair value was rejected on the grounds that his life expectancy was less than his wife’s. 

862 T.C.'1160 (1943), aff'd sub. nom. Giannini v. Comm’r, 148 F.2d 285 (C.C.A.9th 
1945), cert. denied, 326 U.S. 730 (1945) (e.t.). 

87 Claire Giannini Hoffman, 2 T.C. 1160, 1185 (1943). 
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The same result had already been reached in the earlier’ case of the 
Estate of Henry H. Scholler,** where decedent, to remove his property 
from the clutches of an ex-spouse, had joined with his two brothers in 
1935 to create a trust. Each contributed shares in corporations which 
they owned and managed. Life income was made payable to each brother 
in accordance with their contributions to corpus, the death of any settlor 
resulting in the enlargement of the income received by the survivors and 
with the entire corpus going outright to the ultimate survivor. 

On the death of the decedent, his estate argued against the inclusion of 
one-third of the value of the trust on the ground that even though he had 
received a life estate therein the transfer constituted a sale “because there 
was a reciprocal transfer by all three brothers, the transfer of the other 
two brothers being an adequate and full consideration in money or money’s 
worth for the transfer by decedent.” *° 

The Board correctly rejected this conclusion on the ground that pe- 
titioner in effect wished to exclude the value of the shares since they had 
been “paid out” in consideration of the other brothers’ transfer without 
wanting at the same time to include the value of the property received in 
exchange. In any event, the Board concluded that the decedent’s one- 
third was properly includible in his estate under the Lehman doctrine, 1.e., 
by reason of the settlor’s reserving a life estate in a trust created subse- 
quent to March 3, 1931, of which, under the converse trust doctrine, he 
was to be deemed the settlor. 


CONVERSE TRUSTS AND THE FEDERAL INCOME TAX 


Although having its genesis in the estate tax field with regard to trusts, 
the converse trust doctrine is not confined in application to trusts but is 
also applicable to annuities °° and operates equally in the income and gift 
tax fields. In the early case of Margaret A. Holmes™ the Board of Tax 
Appeals was presented with a situation where husband and wife on March 
27, 1926 had each created a trust for the benefit of the other and contain- 
ing provisions converse with each other. Power to revest the corpus of 
the husband’s trust in himself was vested in the settlor provided the consent 
of the beneficiary, the wife, could be obtained. Converse provisions were 
contained in the wife’s trust. The Commissioner urged that profits de- 
rived from the sale of certain stock in the trusts, plus certain dividend 


88 44 B.T.A. 235 (1940), appeal (T) dismissed, C.C.A.3d 1942 (e.t.). 

89 Jd. at 237. 

80 Moses L. Parshelsky, 46 B.T.A. 456 (1942), aff’d on this point, 135 F.2d 596 
(C.C.A.2d 1943) (i.t.). 

9127 B.T.A. 660 (1933) Nonacq. (i.t.). 
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income to the trusts, were properly taxable, not to the trusts, but to their 
respective grantors. The Board held for the taxpayers, rejecting the 
Commissioner’s contentions that the trusts were really revocable by their 
respective grantors because the consent of each spouse could be assumed, 
due to the absence of an adverse interest on their part. 

The converse trust doctrine which, of course, would have provided the 
Commissioner with a perfect answer in the Holmes case was successfully 
invoked seven years later in the Whiteley case.°? There, on facts very 
similar to those present in the Holmes case, an opposite result was reached 
through invocation of the Lehman decision. On May 19, 1932 the tax- 
payer’s brother had created a trust with life estate to taxpayer, corpus as 
she should by will direct. The taxpayer and the settlor, her brother, were 
co-trustees, the taxpayer being empowered with the consent of the settlor 
to take down corpus. On May 21, 1932 taxpayer created a converse trust 
for her brother. The corpora of the trusts were identical except for cer- 
tain life insurance policies on the taxpayer’s life. 

On these facts alone, and in the total absence of any specific evidence 
as to subjective intent, income from the trusts was taxed to their respective 
converse settlors. In striking contrast to the Holmes case, the settlors 
were here held to have no interest adverse to each other despite legal power 
of each to thwart the power of the other to take down the corpus.” 

The proclivity of the settlors of converse trusts to vest a life estate in 
their reciprocal grantors naturally has fatal consequences in income tax 
controversies, especially where powers to invade principal are also present. 
Even though such power is exercisable only with the consent of other 
parties, the consent of a reciprocal grantor-spouse or grantor-brother will 
be assumed,” as will that of the grantor’s personal attorney who drew the 
instruments.” 

Where reciprocal or converse annuities are taken out simultaneously by 
brothers each for the benefit of the other, the Lehman doctrine is applic- 
able.*”° Although a pressing fear of tax jeopardy assessments may ad- 
mittedly have motivated the purchasers, the “consideration paid by each 





92 Purdon Smith Whiteley, 42 B.T.A. 316 (1940). 

98 Income was, in consequence, also held taxable to the grantors under section 166. As 
to the alternative grounds for taxing the settlors under the Clifford case and section 22(a) 
see CONVERSE TRUSTS AND THE CLIFForD Doctrine, infra. 

®4 Purdon Smith Whiteley, 42 B.T.A. 316 (1940) (it.) (consent of grantor-brother 
assumed) ; In re Perry’s Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932) 
(e.t.) (consent of grantor’s wife assumed). Contra: Estate of Frederick S. Fish, 45 
B.T.A. 120 (1941), appeals (T)(C) dismissed, C.C.A.2d 1942 (et.); Margaret A. 
Holmes, 27 B.T.A. 660 (1933) Nonacq. (i.t.). 

®5 Rose Mary Hash, 4 T.C. 878 (1945) aff’d, 152 F.2d 722 (C.C.A.4th 1945) (it.); 
accord, Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942) (g.t.). 

96 Note 90 supra. 
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brother [was] in substance paid for the contracts applied for and issued 
to his brother.” 

Into this clear line of authority under which the burden of proof of 
motive was always upcn the petitioner, the disturbing element of Lewis 
W. Welch * was suddenly dropped, a decision in which the Commissioner 
has mystifyingly acquiesced.** There the taxpayer on June 28, 1941 
created, with himself as trustee, four irrevocable trusts, under two of 
which life estates were reserved to his wife, with remainders to their 
minor daughters, while under the other two trusts the daughters were 
the primary beneficiaries. The corpus of each trust consisted of 15 shares 
of stock in a closely-held family corporation, the voting control of which 
was safely vested in the husband irrespective of the shares in trust. On 
the same day, the husband donated 30 shares of the same stock to his wife, 
who simultaneously transferred 15 shares to each of two trusts identical 
with the husband’s two trusts for the daughters. 

On the foregoing facts the Tax Court refused to hold the trusts 
reciprocal on the ground that no evidence of intention had been forth- 
coming. In this regard the Tax Court said: “There is no evidence in the 
record that the transfer to the wife was conditioned upon her creating 
the trusts and we know of no reason why we should assume that such was 
the case.” *°° The burden of proving such intention, which had theretofore 
rested on the petitioner, was thus squarely rested upon the Commissioner. 
In view of this aspect of the case, the Commissioner’s prompt acquiescence 
is doubly inexplicable. 


CONVERSE TRUSTS AND THE FEDERAL GIFT TAX 


In addition to the federal estate and income tax laws, the converse trust 
doctrine is also applicable to the federal gift tax field. A tax is levied on 
all transfers of property by way of gift,’ a gift being, in turn, defined 
as a transfer of property for anything less than a full and adequate con- 
sideration in money or money’s worth.*” Normally, when a settlor creates 
an irrevocable trust with life estate to his wife, remainder to their children, 
a taxable gift is thereby made. Where, however, the settlor’s wife, whose 
life expectancy we will assume is identical with his, simultaneously and 
in consideration of his transfer creates a converse trust of equal corpus of 


®7 Moses L. Parshelsky, 46 B.T.A. 456, 460 (1942). This case should be compared 
with Fanny M. Dravo et al., Executors, 40 B.T.A. 309 (1939), aff'd, 119 F.2d 97 
(C.C.A.3d 1941). 

988 T.C. 1139 (1947) Acq. 

9 Int. Rev. Buty. No. 17 at 1 (1947). 

1008 T.C. 1139, 1147 (1947). 

101 T.R.C. § 1000(a). 

102 T.R.C. § 1002. 
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which he is the life tenant, it would appear that no gift had been made 
because the transfer was made for fair value.*® 

The foregoing theory appears, at least, to have been the rationale upon 
which the McLean case was argued by the taxpayer and decided by the 
Board of Tax Appeals.*°* There, on September 23, 1933 husband and 
wife respectively set up trusts with life estate to each settlor’s spouse for 
the life of the settlor upon whose death the corpus vested in such spouse. 
If the life tenant should predecease the settlor, then the trust income was 
payable to the daughter for the life of the settlor, on whose death the 
corpus was to vest in the daughter, if living, otherwise in her children. 
Each trust expressly provided against the reversion of any interest in or 
power over the assets transferred. 

The stipulation of facts was confined to reciting the foregoing facts. 
For failure to include any statement that the transfers were actually made 
in consideration of each other, the Board upheld the Commissioner’s 
determination that the trusts had not been created in consideration of 
each other and hence constituted separate gifts upon which tax was pay- 
able by each settlor, stating that : 





There is no statement in the stipulation to the effect that the transfer by 
Marrs was in consideration of the transfer by his wife, or vice versa. Neither 
is there any statement in the stipulation that the trusts themselves were created 
one in consideration of the other. The fact that the trusts were created at the 
same time and contained reciprocal provisions does not prove that one was 
created in consideration of the other, and the fact that the transfers were in 
equal amounts and made at the same time does,not show that one was made 
in consideration of the other. If any agreement existed between the petitioners 
for the creation of the trusts and for the transfers, that fact would be best 
known to them and they should have proved it. We may not assume any fact 
for their benefit. Cf. Lehman v. Commissioner, 109 Fed. (2d) 99, affirming 
39 B.T.A. 17, where the burden was to show lack of consideration and it 
appeared as a fact that there was consideration. Likewise, the amount of the 
consideration, if any, was a matter of proof.’ 


103 For the results when the settlors’ life expectancies are not equal, see Phillips v. 
Gnichtel, 27 F.2d 662 (C.C.A.3d 1928), cert. denied, 278 U.S. 636 (1928) (et); In re 
Perry’s Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932) (e.t.). See also, 
In re Kraft’s Estate, 103 N.J. Eq. 543, 143 Atl. 764 (Prerog. Ct. N.J. 1928) (e.t.) where 
it is stated that “For the estate for the wife’s life he received from her an estate for his 
life in a somewhat smaller corpus. If the two principal sums owned by himself and his 
wife had been of equal value, and, if his expectancy of life had been equal to her expec- 
tancy of life, his transfer of the life estate would not have been taxable, for he would 
have received back something of financial value equal to that which he transferred.” 

104 Marrs McLean, 41 B.T.A. 1266 (1940), aff’d on this point, 127 F.2d 942 (C.C.A.5th 
1942) (g.t.). 

105 Jd. at 1267. 
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The second leading converse trust case *°* involving a gift tax, presents 
the three moving picture producing Warner brothers, in the starring roles 
of unsuccessful taxpayers. Here each of the three brothers withdrew 
$2,000,000 in government bonds from a fund belonging to all three, and 
thereafter on May 26, 1932, prior to the reestablishment of the gift tax, 
each brother in turn created a trust for the benefit of one of his brothers 
and his family. For example, Albert’s trust gave a life estate in one-half 
of the income to brother Jack, life estate in one-fourth of the income to 
Jack’s son, Jack, and a life estate in the remaining one-fourth of the 
income to Irma, wife of Jack. The trustees in each instance were the three 
brothers, their attorney and a corporate trustee. Power to amend, alter or 
revoke was vested exclusively under Albert’s trust in Harry, Jack and 
their attorney acting together. The corpus affected by any revocation 
was to go to Jack or to his estate. The trust of Jack in turn was for the 
benefit of brother Harry and his family, while brother Harry’s was for 
the benefit of brother Albert. The terms of all the trusts were substantially 
converse, power to revoke being placed mutatis mutandis in the hands 
of their attorney, the beneficiary, and the remaining brother other -_ 
the nominal settlor, all acting in conjunction. 

The Board of Tax Appeals concluded from these facts that: 

It does not appear that any one of the Warners would have created a trust 
for the benefit of his brother’s family had not the other two agreed at the 


same time to create similar trusts but, on the contrary, the creation of each 
was dependent upon and in consideration of the creation of the other two.’ 


Despite this, it was held that the income payable to Jack’s wife and son 
in the trust nominally, at least, created by Albert was not subject to the 
payment of a gift tax by Jack. On appeal this was reversed, the Circuit 
Court *** concluding that the trusts were converse and that each brother 
must be deemed the real settlor of the trust which each dominated in con- 
junction with their attorney and another brother. 

In addition, the Commissioner had held that in the trust nominally 
settled by Albert but really created by Jack, the latter’s power to revoke 
was exercisable in conjunction with the attorney and Harry, neither being 
deemed to have an interest adverse to Jack. The petitioner’s evidence on 
this point was held not to have overcome the statutory presumption in 
favor of the Commissioner’s findings. From all this it followed that Jack’s 
gift was incomplete in 1932 and the entire income from the trust being 
taxable to the settlor, he became liable for gift taxes on such income as 
was actually paid over to his wife and son. 

106 Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942), reversing on other points, 42 
B.T.A. 954 (1940) (g.t.). 


107 42 B.T.A. 954, 956 (1940). 
108 Comm’r v. Warner, 127 F.2d 913 (C.C.A.9th 1942). 
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CONVERSE TRUSTS AND THE CLIFFORD DOCTRINE 


It should have become fully apparent from the foregoing review of 
the growth and application of the converse trust doctrine that the tax- 
payer has never yet successfully invoked the reciprocal trust theory in 
tax litigation. On occasion the Commissioner has urged the theory with- 
out success **° but never has the doctrine been successfully urged against 
him. It has proven a sword in the Commissioner’s hands but neither 
sword nor shield in the hands of the taxpayer. In brief, the entire theory 
was evolved and has been utilized to collect revenue and not to temper 
the fiscal wind to the shorn tax lamb. 

The intellectual climate of opinion from which the doctrine sprang was 
highly reminiscent of Helvering v. Clifford,” and like the latter case 
represents part of the so-called realistic trend of current fiscal juris- 
prudence. Reciprocal trusts had twice *** been presented to the federal 
courts before the Lehman case arose. In both instances reciprocity was 
ignored. Judicial thinking on tax matters had sharpened by 1940 when 
Judge Patterson first gave classic expression to the converse trust doc- 
trine.*** The most salient ‘single feature of such trusts is the obvious fact 
that the operative financial, in contradistinction to the sheerly legal, posi- 
tion of the grantors has not been materially altered by the transfers in 
question. In consequence, it is not surprising to find a court, moved by 
the underlying considerations present in the Clifford case, upon occasion 
employing the doctrine of converse trusts and the Clifford doctrine jointly 
and severally. 

In Purdon Smith Whiteley *** the Board invoked both the newly decided 
Lehman and Clifford cases to justify taxing the income to petitioner of a 
trust set up by her brother with provisions converse to those of the trust 
created for him by her on the same day. The Board stated in part: 

Considering the nature of the trusts, the reservation of dominion and control 
by petitioner, and lack of reality of the device used to alter the source of the 
income, the question, in our opinion, is also covered by the ruling of the Court 
in Helvering v. Clifford, supra."® 

109 Estate of Samuel S. Lindsay, 2 T.C. 174 (1943), appeal (C) dismissed, C.C.A.3d 
1944 (e.t.) ; In re Lueders’ Estate, 164 F.2d 128 (C.C.A.3d 1947) (e.t.) ; Lewis W. Welch, 
8 T.C. 1139 (1947) Acq. (i.t.). 

110 309 U.S. 331 (1940). 

111 On this point see Comm’r v. Dravo, 119 F.2d 97, 99 (C.C.A.3d 1941) (et.): “The 
issue is of the type, not unfamiliar in the law, where the distinctions are not black and 
white, but of varying shades of gray and where the shade chosen by a court will seem 
‘realistic’ to him whose side wins and artificial or fanciful to the other.” 

112 Phillips v. Gnichtel, 27 F.2d 662 (C.C.A.3d 1928), cert. denied, 278 U.S. 636 (1928) 
(e.t.) ; Margaret A. Holmes, 27 B.T.A. 660 (1933) Nonacq. (i.t.). 

118 Lehman v. Comm’r, 109 F.2d 99 (C.C.A.2d 1940). 


114 42 B.T.A. 316 (1940) (i.t.). 
115 Jd. at 324. 
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In full accord is Rose Mary Hash,* where despite irrevocable transfers 
of family partnership interests by husband and wife for the ostensible 
benefit of their minor daughters, the income of such trusts was held taxX- 
able to the grantors by reason of both the Lehman case and the Clifford 
doctrine. 

In two recent income tax cases, the Tax Court has invoked the Clifford 
rule to tax the income of reciprocal trusts to the true grantors even though 
employment of the Lehman doctrine alone would have resulted in no tax. 
In Werner A. Wieboldt*** the wife on December 13, 1934, created an 
irrevocable trust for her children, with corpus over to them on their reach- 
ing 35 and 40. Power was vested in the settlor’s husband to amend, 
modify and revoke but he could not revest any interest in the settlor and 
on revocation, the entire trust estate was made payable to the income 
beneficiaries in the proportions to which they were then entitled to such 
income. On December 26, 1934 the husband created a similar trust for 
the children with a converse power to alter, amend or revoke in his wife. 
The corpora of the trusts consisted of stock in a family corporation with 
voting power vested in the husband from whom the corporate trustee was 
directed to take orders, both as to investment policy and voting of the 
shares. Although the husband be adjudged settlor of the trusts created 
by the wife, it is not clear that he could revest income or corpus in him- 
self in view of both settlors’ express renunciation of all beneficial interest. 
Indeed, although the Commissioner urged that the respective settlors 
were taxable on trust income under section 166, the Tax Court expressly 
rejected his contention. ‘In consequence, the Court’s subsequent holding 
that the trusts were reciprocal and settlors were thereby interchanged, 
did not result in taxing the income to them. Rather the scope of section 
22(a), as broadened by the Clifford case, was invoked to support a tax 
which could not have been levied under the Lehman doctrine alone. 

In the following year, this combination of Clifford and Lehman doc- 
trines was again applied in the Holdeman case*** to tax grantors with 


116 4 T.C. 878 (1945), aff'd, 152 F.2d 722 (C.C.A.4th 1945) (i.t.). The early case of 
Phillips v. Gnichtel, 27 F.2d 662, 665 (C.C.A.3d 1928), cert. denied, 278 U.S. 636 (1928), 
contains language which would seem to adumbrate the later Clifford case. “Thus we 
are back to the first question of sale. Though a sale in form we are constrained to hold 
that the transaction with its cross-transfers of property was not a sale in substance but, 
. .. was a family arrangement for the disposition of property of husband and wife for 
the benefit of their joint estates and for the protection of themselves in different expec- 
tancies of life and of their children after them. It savored far more of a testamentary 
disposition than of a bargain and sale such as the statute contemplates in relieving a 
decedent’s estate from taxation.” 

1175 T.C. 946 (1945) Acq. (i-t.). 

1186 T.C, 345, 354 (1946) (it.). “From the standpoint of the Haldeman family, the 
creation of the trusts brought no appreciable change in their dominion or control over 
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trust income under section 22(a) which was not taxable to them by 
simply reversing the settlors under the reciprocal trust doctrine and there- 
after proceeding under section 166 or section 167. Trusts which con- 
tinue a family business, whether corporate or partnership, seem par- 
ticularly vulnerable to the twin-pronged assault of the Clifford and Leh- 
man doctrines.**® 

Application of the Clifford case to trusts, the grantors of which have 
been transposed by the converse trust doctrine, can prove peculiarly 
effective in estate tax cases from the Commissioner’s point of view. In 
the leading case of Cole’s Estate **° the Tax Court had held the Lehman 
doctrine applicable to two irrevocable trusts respectively created on the 
same day by husband and wife, life estate to the grantor’s spouse, with 
remainders over to lineal descendants. Since each trust was created subse- 
quent to the Joint Resolution of March 3, 1931, the transposing of 
grantors made the corpus of each includible in the real grantor’s estate 
under section 811(c). 

On appeal the taxpayer made much of the Tax Court’s failure to make 
specific findings that the trusts, in addition to containing converse pro- 
visions, had, in fact, been created one in consideration of the other. The 
Circuit Court dismissed this contention of the taxpayer on the ground 
that such finding had been made by the Tax Court’s adoption of the 
language employed by the Board of Tax Appeals in the Estate of Frederick 
S. Fish.* But even if the taxpayer were right in his contention, the 
Circuit Court held: 
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Each decedent by the trusts created may be regarded as having ‘retained for 
his life . . . the right to income from’ the 300 shares which he himself trans- 
ferred to the trust created by him on the theory of family relationship and 
equivalents. For, as a result of the terms of the identical and simultaneous 
trusts and of ‘the familial relationship’, each decedent ‘retained the substance 


the property transferred in trust. Henry, as grantor, gave himself wide powers of manage- 
ment and control, as trustee, .. . In the . . . trust created by Clara for Dayl, the husband 
and wife gave each other, as trustee, the same wide powers of management and control 
as in the other trusts.” Here, of course, the husband had not reserved a life estate for 
himself and was not given any under his wife’s trusts. 

119 Henry F. Haldeman, 6 T.C. 345 (1946) (it.); Werner A. Wieboldt, 5 T.C. 946 
(1945) Acq. (it.) ; Rose Mary Hash, 4 T.C. 878 (1945), aff’d, 152 F.2d 722 (C.C.A4th 
1945) (i-t.). 

120 Estate of Haydn S. Cole, 1 TCM 405 (1943), aff’d, 140 F.2d 636 (C.C.A.8th 
1944) (et.). 

12145 B.T.A. 120 (1941), appeals (T)(C) dismissed, C.C.A.2d 1942. The language 
quoted from the Fish case by the Tax Court in Estate of Haydn S. Cole, 1 TCM 404, 
410 was as follows: “The two trusts were clearly reciprocal; the property of the wife 
was in effect exchanged for that of the husband; and the rights each received under the 
trust created by the other were of the unrestricted character not essentially to be dis- 
tinguished from complete ownership.” 
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of full enjoyment of all the rights [for life] which previously he bad in the 
property.’ Helvering v. Clifford, 309 U.S. 331, 336, 60 S. Ct. 554, 557, 84 
L.Ed. 788. To the extent of the income from 300 shares of the stock there 
was no change in the economic position of either grantor.**? 


Upon occasion, however, the courts have refused to find the Clifford 
case applicable in reciprocal trust situations. In the Estate of Frederick 
S. Fish,’* relied on in Cole’s case discussed above, the mere retention of 
life estates by husband and wife, who were held under the reciprocal trust 
doctrine to be the true grantors of the trusts of which they were the 
respective life beneficiaries, did not create an estate tax problem by reason 
of the fact that the trusts had been created on December 18, 1919. Also 
rejected was the Commissioner’s argument for inclusion by reason of an 
equivalence of ownership theory comparable to that enunciated in the 
Clifford case for income tax purposes, the Board stating that: 


Respondent’s argument for the latter view is twofold. He says first that 
under the concept of family solidarity and in view of the wife’s other in- 
terests, it can not be assumed that she would fail to comply with a request by 
decedent. Such a doctrine would proceed further than seems warranted by 
any principle so far established. Even under such decisions as Helvering v. 
Clifford, 309 U.S. 331, the concept of family unity is an economic considera- 
tion rather than one of conduct or behavior. The inclusion in the husband’s 
income of that derived from a trust of which members of his family are the 
beneficiaries results more from the view that family finances are a single unit 
generally furnished by the husband or father than that the action of indi- 
vidual members of the family group will necessarily accord with the dictates 
of its head.*** 


It may be noted, however, that the reciprocal trust doctrine alone here 
proved sufficient to include the value of the wife’s trust in the husband’s 
estate as each life tenant also possessed a power to appoint the corpus by 
will. 

In the Estate of Samuel S. Lindsay *** the Tax Court proved unwilling, 
however, to invoke the Clifford doctrine to tax reciprocal trusts which 
the petitioner had successfully proved had not been created one in con- 
sideration of the other.*”° 


122 Cole’s Estate v. Comm’r, 140 F.2d 636, 638 (C.C.A.8th 1944) (e.t.). 

123 Note 121 supra. 

124 45 B.T.A. 120, 123 (1941). Compare the dissent of O’Connell C.J. in In re Lueders’ 
Estate, 164 F.2d 128 (C.C.A.3d 1947) on the Clifford issue. 

1252 T.C. 174 (1943), appeal (C) dismissed, C.C.A.3d 1944 (e.t.). 

126 Jd at 178-9, quoted supra in text following note 67. 
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SUMMATION 


The converse trust doctrine is a product of the same fiscal elements, the 
quickening of which has given birth to the Clifford case and its innumer- 
able progeny. In consequence, the two doctrines, although in general 
complementary, occasionally overlap. Realistically viewed, the doctrine is 
a taxing and not a relief measure. Doctrinal logic on occasion, therefore, 
gives way to the actual or supposed fiscal necessities of government. 

It may be noted that trusts, merely because converse, are not neces- 
sarily productive of untoward tax consequences. Even if it is further 
concluded that the trusts were created one in consideration of the other, 
grantors are simply interchanged and normal income, gift and estate tax 
consequences invoked. The doctrine is equally subject to recognition by 
the state courts.*** 

Intention of the grantors governs, the doctrine having been invoked, 
however, only where close blood or legal ties exist between the grantors. 
Intention, although subject to proof by direct testimony if available, is 
generally inferred from objective facts. The presence or absence of no 
single fact—date of creation, size and nature of corpora, interests created, 
employment of same attorney or financial adviser—will dictate a finding 
that trusts were created in consideration of each other. The majority, 
though not universal *** rule, seems to be that once it has been shown 
that trusts with converse provisions were contemporaneously created by 
closely related grantors, the burden of disproving that one was created 
in consideration of the other will rest upon the taxpayer if such a finding 
would be to his tax advantage. 

The existence of reciprocity in the sense of one trust being created in 
consideration of the other is to be determined as of the date of the trust’s 
creation. The necessity for equivalence in dollar value may result in 
some trusts being partly reciprocal, partly non-reciprocal. It has further 
been suggested that one trust may have been created in consideration of 
another without such former trust having been created in consideration 
of the latter.** 


127 In re Perry’s Estate, 111 N.J. Eq. 176, 162 Atl. 146 (Prerog. Ct. N.J. 1932) (e.t.); 
In re Kraft’s Estate, 103 N.J. Eq. 543, 143 Atl. 764 (Prerog. Ct. N.J. 1928) (et.) ; 
In re Jones’ Estate, 350 Pa. 120, 38 A.2d 30 (Sup. Ct. Pa. 1944) (et.). 

128 Lewis W. Welch, 8 T.C. 1139 (1947) Acq. (i-t.). 

129 “Our holding here, of course, does not import that the value of the entire corpus of 
every reciprocal trust, the creation of which is brought about by a disposition of the 
decedent’s property, must be included in the decedent’s gross estate irrespective of the 
relative size of the two corpora. Nor should it be taken as an intimation that the evidence 
here would support a finding that the wife’s transfer was effective to bring about the 
decedent’s transfer, a finding not essential to support the result reached here.” Hanauer’s 
Estate v. Comm’r, 149 F.2d 857, 859 (C.C.A.2d 1945), cert. denied, 326 U.S. 770 (1945). 
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Although the subjective intention of the parties as gathered from all 
the relevant facts remains the touchstone of taxability, the courts have 
regularly deemed the following objective factors highly indicative of such 
intent : 

(1) Date of trusts’ creation ; 

(2) Relative and absolute size of the trusts at their respective creation 
dates ; 

(3) Employment of the same attorney to draft legal documents em- 
ployed by the settlors, and joint consultation with the same investment 
counsellor ; 

(4) Appointment of the same trustee or trustees ; 

(5) Selection of trust corpora of both trusts by one grantor alone or 
by any person other than the respective grantors themselves ; 

(6) Mutual knowledge of each settlor’s intentions by the other in 
advance of execution of the trusts. 

The Lehman doctrine is of relatively recent origin and has served com- 
pletely to overturn many principles of federal income, gift and estate 
taxation deemed well established theretofore. In its own way, the con- 
verse trust doctrine has been as sudden in its onslaught and as devastat- 
ing in its economic consequence as Estate of Sanford **° or the provisions 
of section 403 of the Revenue Act of 1942 dealing with donated powers 
of appointment. In both latter instances the hardship worked by these 
two relatively sudden and quite drastic changes in the gift *** and estate 
tax fields was recognized and alleviation provided in the form of a grace 
period,**? during which powers suddenly discovered to be possessed of 
heretofore unexpected tax significance could be released tax-free. These 
release provisions, although originally confined to donated powers, were 
later extended to certain retained powers for gift tax purposes *** at least. 
The public policy underlying the original Congressional enactment and 
subsequent frequent extensions of time within which these powers may be 
released tax-free would appear equally applicable to the plight of settlors 


130 Estate of Sanford v. Comm’r, 308 U.S. 39 (1939); Rasquin v. Humphreys, 308 
U.S. 54 (1939) (companion case). See also, Comm’r v. Estate of Holmes, 326 U.S. 480 
(1946). 

181 See Conference Committee Report on the Revenue Bill of 1943, H. Rep. No. 1079, 
78th Cong., 2d Sess. 68-69 (1943). 

182 The period within which the tax free release of donated powers could be made has 
now been extended to July 1, 1948 by Pub. L. No. 112, 80th Cong., Ist Sess. (June 25, 
1947). 

183 Section 1000(e) of the Code as added by Sec. 502(a), Revenue Act of 1943, en- 
acted over Presidential veto February 25, 1944, and amended by Pub. L. No. 112, 80th 
Cong., 1st Sess. (June 25, 1947), extended until the end of 1947 the time within which 
certain retained powers may generally be released free of gift tax. Under unusual fact 
situations such powers may still be released free of gift tax. See Reg. 108, Sec. 86.3. 
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of converse trusts now beset with the many uncertainties *** which the 
Lehman doctrine has engendered since its recent, sudden origin. 
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184 Particular difficulties flow from an interchange of grantors when a credit for gift 
tax previously paid is sought against an estate tax assessed on the corpus of a reciprocal 
trust upon which a gift tax had been paid by the nominal settlor and not by the converse 
settlor-decedent. In so far as the trusts were reciprocal, no gift was made, it may be 
argued, and in so far as they were not reciprocal, no corpus would be includible in the 
decedent’s estate. Yet a gift tax had been paid and in equity and good conscience, the 
credit should be allowed. Direct authority is non-existent, but in a related field the credit 
has been allowed even though the tax had not been paid by the decedent. Estate of 
William Macpherson Hornor, 44 B.T.A. 1136 (1941), aff’d, 130 F.2d 649 (C.C.A.3d 1942). 

The same problem of who paid the gift tax arises when settlors of trust admittedly 
converse wish to release reserved powers under the gift tax free umbrella held over their 
respective heads by section 1000(e) of the Code. As might be expected in view of the 
absence of concrete authority, Bureau practice is unpredictable. The authors know of 
cases, however, where a gift tax credit was administratively allowed the estate of a 
reciprocal trust settlor although the tax had been paid by the nominal settlor. So also 
such officials for the purposes of section 1000(e) have indicated a willingness to inter- 
change the person who paid the tax as well as to interchange grantors where a gift tax 
on the original transfer had been paid by the nominal settlor who also filed a proper 
return. 

The Lehman doctrine has also put in an appearance—albeit a somewhat coy, even 
shame-faced appearance—in the insurance field. Where a partner pays the premiums on 
life insurance taken out on the life of his fellow partner on condition that the insured 
partner reciprocate, it has recently been intimated that under the Lehman doctrine a 
reciprocal transfer of funds has occurred with the result that the insured is held to have 
indirectly paid the premiums on insurance on his own life. Letter dated June 18, 1947, 
signed D. S. Bliss, Deputy Commissioner, 1947 P-H { 76,228. Requests for elucidation 
have been met with the bland but discomforting assurance that the ruling in question was 
intended in no way to change the Bureau’s views as to the taxation of partnership insur- 
ance. Letter dated September 22, 1947, from D. S. Bliss, Deputy Commissioner, CCH 
Fed. Est. & Gift Tax J 6009; Letter dated September ‘8, 1947, signed D. S. Bliss, Deputy 
Commissioner, 1947 P-H { 76,277. 

Clarification has been forthcoming, however, in the form of a press release signed by 
D. S. Bliss, Deputy Commissioner, on Novy. 24, 1947. CCH Fed. Est. & Gift Tax J 6012. 
Where such insurance is used to purchase the deceased’s interest the insurance proceeds 
will not be included in the estate of the deceased both by reason of Estate of John T. H. 
Mitchell, 37 B.T.A. 1 (1938) and the Lehman doctrine. If the insurance proceeds are 
not used to purchase the deceased’s partnership interest then such insurance proceeds and 
the full value of the deceased’s interest in the partnership will be included in his estate. 




















Earned Income And Ability To Pay 


HARRY SILVERSON 


“The principle of taxation according to 
ability to pay is now well established. . . .” 4 


} 5 on academic differences of opinion concerning an appropriate 
definition of the term “ability to pay,” * that concept is now generally 
regarded as the fundament of justice in taxation.* In practice it has led 
to a system of taxing net income at progressive rates.* With this generally 
accepted concept and mode of implementation before us, this article pre- 
sents the following theses: 

(1) In so far as earned income is concerned, the oft-repeated,° self- 


Harry Sitverson (B.S. New York University; LL.B. Columbia University) is a 
member of the New York Bar, partner of J. K. Lasser & Company, lecturer at Practis- 
ing Law Institute and New York University Institute on Federal Taxation, and member 
of Special Committee on Preferred Tax Treatment of Savings, Tax Section of American 
Bar Association. 

1 Statement of Hon. Henry Morgenthau, Jr., Secretary of the Treasury, Finance Com- 
mittee Hearings, April 30 to May 12, 1936, 4. 

2 See Buehler, Ability To Pay, 1 Tax L. Rev, 243 (1946) passim. 

8 The Report of the House Ways and Means Committee on the 1913 Act states: 


“Section 2 of the bill imposes a tax upon the annual net incomes of individuals and 
corporations. This is in response to the general demand for justice in taxation, and to 
the long standing need of an elastic and productive system of revenue, ... The tax 
upon incomes is levied according to ability to pay, and it would be difficult to devise a 
tax fairer or cheaper of collection.” H.R. Rep. No. 5, 63d Cong. Ist Sess.; 1939-1 
(Part 2) Cum. Butt. 1. 

4 Whether ability to pay is proportional to net income, or whether it increases more 
rapidly than net income and consequently requires progressive rates, poses a conflict of 
thought the present writer is not called upon to consider. See Buehler, op. cit. supra 
note 2 at 253. Certainly, there is no basis to anticipate the abandonment of the progres- 
sive rate structure within the foreseeable future. 

5 The principle appears to have been adopted by the conservative as well as the liberal 
school of thought. For example, see ANDREW MELLON, Taxation: The Nation’s Business, 
56 et seq. (1924), in which the former Secretary of the Treasury stated that the equity 
of preferential tax treatment for earned income was beyond question. His reasoning was 
remarkably similar to that of the Ways and Means Committee which stated that tax- 
ing earned income more lightly than investment income is sound— 


“". . under the principle of ability to pay, which is the principle underlying the entire 
system of progressive income taxation in effect in this country. The taxpayer who re- 
ceives salaries, wages and other earned income must each year save and set aside a por- 
tion of his income to protect him in case of sickness and in his old age and in order to 
provide for his family upon his death. On the other hand, the person whose income is 
derived from investments already has his capital and is relieved of the necessity of saving 
to establish it. He may spend each ear his entire income, and at the same time have 
sufficient capital to protect him in his old age and to provide for his family upon his 
death. In most cases the person whose income is derived from investments is able to 
pay a greater tax than the one whose income is the result of personal effort.” H.R. Rep. 
No. 179, 66th Cong., Ist Sess.; 1939-1 (Part 2) Cum. Butt. 245. 
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satisfying statement that our tax law is based on ability to pay has de- 
generated into a mere pious platitude. 

(2) If the principle of taxation according to ability to pay is to be 
resuscitated, legislation more nearly equalizing the burden of taxation as 
between earned and unearned income, along the lines proposed herein- 
below, is an early necessity. 





I. THe GRAVAMEN 


Post-war general tax revision has engaged the thought and efforts of 
students of impressive authority * representing a wide variety of groups. 
In some of the studies and reports mention is hardly made of the need 
to make more equitable the relative burden imposed upon earned income; 
in others, some form of earned income credit is considered—generally 
without endorsement—' on the assumption that that device is the one 
solution to the problem. The present writer believes that this all too- 
narrow approach to the earned income problem is attributable to a definite 
lack of appreciation of the manifold forms and the deeply ingrained 
nature of the discrimination affecting earned income. More than a general 
predisposition to do equity is required. There is needed a clearer under- 
standing of those factors which produce the discrimination. 

A. The Annual Rest. A scientifically exact measure of “ability to pay” 
as applied to the individual income tax would require a lifetime account- 
ing. Theoretically this could take the form of eliminating the payment 
of any tax during life and of requiring the first and only return to be 
filed by the taxpayer’s executor or administrator after death.* An alterna- 
tive method would consist of requiring annual returns as at present but 
with adjustments made each year to reflect a moving average.°® 

Obviously, neither of these methods is practicable; the first because of 
revenue needs, the second because of administrative considerations.*® But 

® See, for examples, Report of the Special Tax Study Committee to the Committee on 
Ways and Means (1947); Committee on Postwar Tax Policy, A Tax Program for a 
Solvent America (1947) ; The Twin Cities Plan, Postwar Taxation (1944). 

7 See Treasury Department Press Service No. S—444, for release November 21, 1947, 
A Tax Program for a Solvent America, 87 (1947). 

8 For purposes of such a return, lifetime net income would be totalled. Exemptions 
from some age specified in the statute, say 21, would then be accumulated and subtracted 
from the lifetime net income. The balance would be divided by the number of years 
between age 21 and age at death. 

® The calculation under this method would proceed in the same manner as under the 
first method, i.e., each return would be prepared as though the taxpayer had died on 
December 31 and the first method were in effect. Of course, under this second method, 
a refund rather than liability for additional tax would result in some years. 

10 See Statement of Thomas N. Tarleau, Ways and Means Committee Hearings on 
Revenue Revisions, 1947-48, 80th Cong., Ist Sess., Part 3, 1712. 


A third method of lifetime accounting is found in the gift tax law. I.R.C. § 1001(a). 
That method, like the second, provides for periodic returns, but instead of seeking to 
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this inability to achieve scientific exactness does not justify a‘swing of the 
pendulum to the opposite extreme, namely, the measurement of ability to 
pay by reference to arbitrary twelve-month cubicles.** Such measurement, 
which has continued from the days of the low surtax rates down to the 
present, represents nothing more than inertia bred of convenience. 

A simple hypothetical illustration should demonstrate how the annual 
rest combined with the present, and undoubtedly future, steep progression 
in tax rates operates to discriminate against earned income. Take the case 
of A and B, born the same year and living in the same city. At 21 A, as 
life beneficiary of a trust fund, becomes entitled to an amount which pro- 
duces an annual surtax net income of approximately $15,000. He receives 
this amount until his death at age 71. B, his close friend and attorney, 
receives no income until age 25. From then until 30 his annual surtax net 
income is approximately $5,000; from 30 to 40 it is approximately 
$10,000 ; from 40 to 55, approximately $30,000; from 55 to 61, approxi- 
mately $15,000; and from 61 to his death at 71, approximately $8,500. 
At current rates (i.e., those in effect for the calendar year 1947), A’s 
tax on his lifetime taxable income of $750,000 is $225,000, but B’s tax 
on the same lifetime taxable income is $265,000, a difference of $40,000.** . 


find the applicable tax bracket by reference to a moving average grounded on 12-month 
cubicles, it finds the applicable bracket by reference to the aggregate taxable subject 
matter, irrespective of the number of years over which such aggregate has accumulated. 
While having the merit of relative administrative simplicity, certainly as compared with 
the second method, it would be unsound in principle as applied to the income tax. If so 
applied, it would lead to the result that A with an annual surtax net income of $10,000 
who dies at the age of 41 would be in no higher surtax bracket than B with a $5,000 
annual surtax net income who dies at the age of 61. Furthermore, relatively few per- 
sons file gift tax returns and of these, only few file more than once or twice during a 
lifetime; on the other hand, millions of taxpayers file income tax returns annually. The 
administrative burden involved in maintaining a cumulative system of calculation for 
the income tax would therefore be no less burdensome under this method than under the 
second method. 

11 This problem is not to be confused with the problem of short-term averaging, as to 
which a number of methods have been suggested. See, for example, Statement of Thomas 
N. Tarleau, Ways and Means Committee Hearings, 80th Cong., Ist Sess., Part 3 at 1712 
et seq. The operating loss deduction, I.R.C. §§ 23(s) and 122, and the throw-back prin- 
ciple embodied in I.R.C. § 107 constitute other examples of short-term averaging. Also, 
the preferential treatment of capital gains was originally grounded on the same theory 
which underlies § 107, namely, to spread income “realized” in one year over the years 
of accretion. H.R. Rep. No. 350, at 10, Sen. Rep. No. 275, at 12, 67th Cong., Ist. Sess., 
1939-1 (Part 2) Cum. Butt. 176, 189; also, see Macitt, TAXABLE INCOME 115 et seq. 
(1945 ed.). Whatever other reasons may justify such continued preferential treatment, 
the throw-back principle can hardly have continued validity in the face of a six-month 
holding period. I.R.C. § 117(a) (4). 

12Tn an actual case, the difference would be greater than indicated. For, there would 
be year to year variations in B’s taxable income in each of the five periods which, in the 
absence of any provision in the law calling for short-term averaging, would tend to 
increase his tax. It is true that A’s income would also fluctuate somewhat, but less 
sharply and less often than B’s income. : 











302 


This demonstrated tax discrepancy does not indicate fully the inequity 
involved for, as former Secretary Mellon pointed out,’* the income de- 
rived from personal services “is uncertain and limited in duration; sick- 
ness or death destroys it. . . .” ** It is a matter of common experience 
that many persons in the position of B find it impossible, for reasons of 
health, to continue to earn any income past the age of 60. A’s income 
continues irrespective of his physical vicissitudes. 

Mr. Mellon was writing in 1924. The then surtax on net incomes of 
$10,000, $20,000, $30,000, $40,000 and $50,000 was 0, $220, $920, 
$2,040 and $3,540 respectively.** With these modest rates, one can readily 
understand why Congress might be content to deal with the earned income 
problem by means of an earned income credit.** In view of such rates, it is 
equally apparent why no question was raised concerning the discrimination 
against earned income arising from the inability generally of such income 
(as contrasted with investment income) to be realized through the corpo- 
rate form. The present surtax rates and those which are reasonably to be 
expected in the future do not justify a similar elision of this factor today. 

B. Tax Minimization on Unearned Income Through Use of the Cor- 
porate Form. Individual rates graduate from 19% to 86.45%.*" On the 
other hand the maximum corporate normal and surtax rates aggregate 
38%."* From this disparity in rate of taxation, it is apparent that total 
taxation for many individuals can be minimized through the use of the 
corporate device. However, as will be seen, this is true only of unearned 
as distinguished from earned income. 

Take the case of C who, together with other members of his immediate 
family, owns all of the stock of a corporation engaged in manufacturing. 
He needs approximately $10,000 a year for personal living expenses. His 
corporation earns approximately $25,000 a year. In order to defray his 
expenses (including personal income tax), he draws a salary of approxi- 
mately $12,800 a year. The corporate tax on the undrawn balance of 
$12,200 is approximately $2,700, leaving in the corporation approxi- 
mately $9,500. 


18 ANDREW MELLON, TAXATION: THE Peopre’s Business 56 (1924). 

14It was this kind of reasoning which led to the adoption of an earned income credit. 
Revenue Act of 1924, Sec. 209. See note 5 supra. 

15 Revenue Act of 1924, Sec. 211(a). The normal tax was 2% on $4,000, 4% on the 
next $4,000 and 6% on the balance. Sec. 210(a). 

16 The inadequacy of the credit approach is discussed in Part II, infra. 

177.R.C. §§ 11 and 12(b). These percentages take into account the 5% reduction 
embodied in Sec. 101(a) and (b) of the Revenue Act of 1945. In no event can 
the tax exceed 854% of net income. I.R.C. § 12(g). 

18 Corporations whose total net income is less than $50,000 pay a lesser rate of tax. 
See ILR.C. §§ 13(b) (2), 14(b) and 15(b)(1) and (2). 
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C’s neighbor, D, a professional man, also earns $25,000 a year. He 
maintains the same standard of living as C *® but his tax bill is approxi- 
mately $8,500, leaving him with savings of approximately $3,000 less 
than C. If the respective earnings of C and D are increased to $50,000 
a year, C would be ahead by approximately $9,000 ; at $75,000 by approxi- 
mately $16,000; and at $100,000 by approximately $26,000.” 

D cannot incorporate his business because, in most states, professionals 
cannot operate through corporations.** Even assuming that state law did 
not prohibit incorporation, the corporation would, in a substantial number 
of cases, be a personal holding company * or, if not falling into this cate- 
gory, would clearly be subject to the provisions of section 102. In either 


19In many instances business exigencies require D to increase his standard of living 
well above C’s and without any personal desire to do so. 

20 These calculations do not reflect the fact that at every turn, earned income is ham- 
pered by a most illiberal approach with respect to allowable deductions. Three examples 
come to mind readily: 


(1) Cost of professional training: Apart from sums spent to secure admission to the 
practice of a profession, substantial amounts are frequently expended for continued edu- 
cation in one’s field. These expenditures are held to constitute non-deductible personal 
expenses. O.D.984, 5 Cum. Buty. 171; O.D.892, 4 Cum. Buty. 209. No impediment, 
however, exists to a deduction by an employer for the vocational training of his employees. 
I.T. 3403, 1940-2 Cum. Butt. 63; see also, O.D.850, 4 Cum. Butt. 130. Since the dis- 
allowance is based upon the view that the expenses are personal, the professional man 
may not even indulge in the doubtful pleasure of contemplating a deduction in his final 
return. Contrast with this the deductibility of incorporation expenses upon dissolution. 
Shellabarger Grain Products Co. v. Comm’r, 146 F.2d 177 (C.C.A.7th 1944); Malta 
Temple Association, 16 B.T.A. 409 (1929). 

(2) Traveling expenses: It has long been settled that expenses of commuting from 
home to place of business are non-deductible. Frank H. Sullivan, 1 B.T.A. 93 (1924) ; 
S. 1048, 1 Cum. Butt. 101; Reg. 111, Sec. 29.23(a)-2. Recently, this rule was applied 
to deny the cost of cab fares to an attorney who, because of a pa ron aga could 
reach his office only in this manner. John C. Bruton, 9 T.C. 117 (1947). A more 
general application of the rule now precludes any deduction for traveling expenses, meals 
and lodging where a taxpayer carries on his employment activities in a place away from 
his domicile. John D. Johnson, 8 T.C. 303 (1947) ; see also, Flowers v. Comm’r, 326 U.S. 
465 (1946) ; Barnhill v. Comm’r, 148 F.2d 913 (C.C.A.4th 1945). 

(3) Sale of residence: Where one sells a residence at a loss in order to take employ- 
ment in another city, the loss is nevertheless not deductible. Cf. Otto S. Schairer, 9 T.C. 
No. 75 (1947), where the Bureau was unsuccessful in taxing as additional compensation 
reimbursement for such a loss received by the taxpayer from his employer. Upon the 
sale of a residence at a profit, such profit is taxable even though the full proceeds are 
forthwith reinvested in another home. One would think that, with the constant expansion 
of § 112 of the Code, Congress would have inserted a provision to meet this problem 
which has affected so many salaried and professional individuals during the last five years. 


21Jt is generally held that corporations are not “persons” which may be licensed to 
practise a profession requiring personal qualifications. 6 FLETCHER, CYCLOPEDIA OF THE 
Law oF Private Corporations Sec. 2523 et seq. In New York State, the practice of 
law by a corporation constitutes a criminal offense. N. Y. Pena Law Sec. 280; see also, 
N. Y. Stock Corporation Law Sec. 7. 

22 This would be almost universally true in the case of such professionals as doctors 
or lawyers who owned at least 25% in value of the outstanding stock of the corporation. 
Since the patient or client rather than the corporation would pick the doctor or lawyer 
who was to render the service, the corporation’s income would constitute personal hold- 
ing company income under the provisions of I.R.C. § 502(e). 











304 TAX LAW REVIEW [Vol. 3: 


instance, the use of a corporation would merely serve to increase rather 
than decrease the total tax bill. 

It may be urged that C’s corporation can likewise be subjected to addi- 
tional tax under the provisions of section 102. This is certainly not true 
so long as earnings are ploughed back into an expanding business ; nor, on 
the basis of the cases decided to date, does that section appear to constitute 
too serious a threat in any event.” But even if some dividend distribu- 
tion becomes necessary,** the amount thereof is in the overwhelming 
majority of cases relatively small enough to continue the disparity in the 
total tax bills of C and D.* 

C. Retirement. A reference to the “retirement” of one in business gen- 
erally conjures up a picture of a complete sale of the business, or the turn- 
ing over of active management to other hands (either filial or non-filial) 
without an accompanying sale. When a business man sells the stock of a 
successful business,”* the selling price will generally include good will 
value. This good will value, which may be very high, is produced by 
various factors, not the least of which is often the seller’s personal services 
over the course of years. Nevertheless, he is permitted to translate the 
fruits of such personal services into cash at capital gains rates. 

If our business man derives his income from improved real estate which 
is held for investment rather than for sale, he is in an incomparably favor- 
able position. Should sales, at or prior to retirement, of parcels of his 
real estate held for more than six months produce a net loss, such loss is 
deductible in full; and conversely, should a net profit result, it is taxable 
as a long-term capital gain under the provisions of section 117(j). By 
taking his losses in one year and his profits in another, the tax reward 
under this amazing section of the Code is total. 

If our retiring business man is a partner in a mercantile operation, he 
can achieve capital gains treatment on his share of the unrealized apprecia- 





23 It is interesting to note in this connection that the Magill Committee would (a) put 
the burden of proof as to the interdicted purpose under § 102 on the Government and 
(b) limit the § 102 tax to that part of the earnings which are held to be unreason- 
ably accumulated rather than on total undistributed § 102 net income. Report of the 
Special Tax Study Committee to the Committee on Ways and Means, 20 (1947). 

24In higher income situations, the prototype of C is still well ahead of the prototype 
of D even if the corporation is subjected to the sec. 102 surtax. 

25 This is particularly true where C avails himself of the opportunity of transferring 
some of his stock to members of his immediate family either outright or in trust. Even 
if the Surrey Plan providing for the division of income between spouses becomes law, 
C will still be able to maintain an advantage over D by being able to shift income to or 
for the benefit of his children and grandchildren. 

26 This need not cover his entire holdings, as evidenced by the flood of public issues 
of stock of closed corporations during the period 1944-1946. 
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tion by selling his interest in the partnership. This is true even if some 
of the unrealized appreciation is in such non-capital assets as inventory.” 

On the other hand, when a professional such as an attorney disposes 
of his interest in a partnership, the courts are very careful to isolate that 
part of the proceeds attributable to uncollected receivables and to deny 
the benefits of capital gains rates thereto.** But even if some of the pro- 
ceeds are referable to good will *® (and, to that extent, come under the 
capital gains provisions) the amount of such saleable good will in a 
strictly personal service operation is, by its very nature, far less important 
without the continued services of the seller than in the corresponding 
situation in a mercantile operation. One need only examine into the 
financial history of the closely held companies whose stock was sold to 
the public during recent years, in whole or in part, to appreciate how much 
more readily personal services can be translated into capital gain through 
a sale of good will in a mercantile enterprise than in a personal service 
operation.*° 


27 Comm’r y. Shapiro, 125 F.2d 532 (C.C.A.6th 1942); L. F. Long, T.C. Memo. Dkt. 
3677. CCH Dec. 15,840 (M) (May 29, 1947) ; see also, Stilgenbaur v. Comm’r, 115 F.2d 
283 (C.C.A.9th 1940) ; Allan S. Lehman, 7 T.C. 1088 (1946) aff'd, — F.2d — (C.C.A.2d 
1948) ; Dudley T. Humphrey, 32 B.T.A. 280 (1935); Estate of Daniel Gartling, T.C. 
Memo. Dkt. 8795. CCH Dec. 15,945 (M) (July 28, 1947) ; Frank B. Killian, 3 TCM 753 
(1944). While the Supreme Court has never passed on this point squarely, the rationale 
of Blodgett v. Silberman, 277 U.S. 1 (1928) supports these decisions of the Tax Court 
and Circuit Courts. In that case, the Supreme Court upheld the imposition of a state 
inheritance tax upon a partnership interest, although the firm’s assets included property 
which could not be subjected to the tax if owned directly by the decedent. Cf. Williams 
v. McGowan, 152 F.2d 570 (C.C.A.2d 1945), where held, sale of sole proprietorship con- 
stituted sale of component elements and not of the vendor’s interest in the enterprise. 

28 Doyle v. Comm’r, 102 F.2d 86 (C.C.A.4th 1939) ; Helvering v. Smith, 90 F.2d 590 
(C.C.A.2d 1937); James W. McAfee, 9 T.C. No. 97 (1947); Estate of Frederic C. 
Bellinger, 5 TCM 90 (1946). Similarly treated as ordinary income are amounts received 
in cancellation of employment contracts. Thurlow E. McFall, 34 B.T.A. 108 (1936). 
On the other hand, where a personal service endeavor can point to an aura of capital, 
the taxpayer is not necessarily foreclosed from translating the fruit of his services into 
capital gain. Thus, it is possible for an individual exploiting inventive devices or trade 
processes originated through his personal efforts to realize capital gain upon retirement 
from an enterprise. See United States v. Adamson, 161 F.2d 942 (C.C.A.9th 1947) ; 
Samuel E. Diescher, 36 B.T.A. 732 (1937); Raymond M. Hessert, T.C. Memo. Dkt. 
10,598, CCH Dec. 16,190 (M) (October 31, 1947) ; Frank B. Killian, 3 TCM 753 (1944). 

29 See, for example, Estate of George R. Nutter, 46 B.T.A. 35 (1942), aff'd sub. nom. 
McClennen v. Comm’r, 131 F.2d 165 (C.C.A.1st 1942). 

80]t may be urged that a substantial portion of the good will value in these public 
offerings is not referable to the personal services of the stockholder or stockholders 
selling to the public, but rather to fortuitous appreciation in values reflecting general 
business conditions in the particular industry involved. Even conceding this to be the 
fact, a sizeable portion of the stock’s value is nevertheless referable to the personal efforts 
of the owners of the business. 


It is interesting to note that in the employees’ stock option situation the Bureau does 
not recognize that any portion of the profit realized by the employee is referable to a 
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Where retirement is effected by placing active management in other 
hands rather than by a sale of the business, the discrimination under the 
tax law against the earned income taxpayer continues its never-ending 
course. The well-advised business man will have created a pension fund 
many years earlier pursuant to the provisions of section 165 of the Code 
and included himself therein as an officer-employee. His corporation will 
have received a deduction for the amounts placed in the pension fund for 
his benefit without any requirement on his part to report any taxable 
income as the deposits were made. Now that he no longer has substantial 
income which is subject to ordinary rates, he is able to draw down the 
amount planned for this contingency without incurring a prohibitive tax 
liability thereon.** In addition he may receive income from stock of the 
corporation, which income, too, may represent the product of his personal 
efforts in prior years, thus constituting as much a deferment of income 
as the direct deferment under a pension plan. The incidence of the surtax 
can, of course, be materially reduced by appropriate gifts of stock to 
members of the family.** 
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rise in general values having no relation to his personal services and therefore having no 
foundation in fact as additional compensation. I.T. 3795, 1946-1 Cum. Butt. 15. Take 
for example the case of A who is an employee of the X corporation. In 1947, when the 
stock of his employer corporation is selling at $4 a share, he receives an option covering 
10,000 shares, exercisable within the next three years at $10 a share. In 1950 he exer- 
cises the option at a time when the stock is selling at $110 a share. Under I.T. 3795 
supra, he has additional ordinary income of $1,000,000. And this is the result even though 
no more than $50,000 a year could possibly be added to the cash salary received for the 
term of the employment contract and still leave his annual salary at a reasonable maxi- 
mum. Factually, the remaining $850,000 is not compensation for personal services, but is 
as much or as little entitled to capital gains treatment as the proceeds realized by the 
business man in the sale of good will over and above that part of such good will which 
was created by his personal efforts. In the one case the profit is considered ordinary 
income in its entirety and in the other case, all capital gain. 

In I.T. 3795 supra studious attention was properly given to forestalling any possible 
tax avoidance on the part of employees holding stock options. Similar attention, how- 
ever, appears to be lacking with respect to tax avoidance on the part of persons who, in 
addition to enjoying capital gains treatment, are able to avoid the payment of any tax 
on profits derived in securities transactions by such means as well-timed offsetting short 
sales or manipulation of accounts containing securities sold on a when-issued basis. See 
Allison, Some Income Tax Problems of Security Traders in FourtaH N.Y.U. ANNUAL 
INSTITUTE ON FEDERAL TAXATION 509 (1946); Silverson, Capital Gains and Losses in 
Tuirp N.Y.U. ANNUAL INSTITUTE ON FEDERAL TAXATION 117 et seq. (1945). Also, the 
recent disclosures of similar practices in commodities are significant. U.S. Dep’t Agric., 
Commodity Exchange Authority Release, December 1947, 

81 ]f he draws down his pension benefits in a lump sum upon withdrawing from the 
corporation, such lump sum in excess of his contributions is taxable at long-term capital 
gains rates. I.R.C. § 165(b). 

82 Long before the cases of Comm’r vy. Tower, 327 U.S. 280 (1946) and Lusthaus v. 
Comm’r, 327 U.S. 293 (1946) somewhat limited the resourcefulness of investment income 
recipients in splitting income, it was well established that the tax on income from per- 
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The vast majority of earned income taxpayers do not enjoy these 
advantages. It is an elementary fact of economic life that they are gen- 
erally incapable of building a business which will yield income during a 
retirement period apart from the continued rendition of their own services. 
Furthermore, except for the relatively few who are employed by organiza- 
tions which have established a pension fund, they are incapable of defer- 
ring taxation of income from years of receipt to the year of retirement. 
Certainly an individual proprietor or a member of a partnership cannot 
be included in a pension plan.** Therefore, with existing surtax rates 
cutting sharply into earnings during his peak productive years, it is well- 
nigh impossible for the average professional or other taxpayer deriving 
income from personal services to indulge in the luxury of retiring.** 

The bitter fruit of this short-sighted discrimination against earned 
income may not be gathered until the present generation living under the 
post-1940 scale of surtax rates begins to reach retirement age. Indi- 
viduals in the earned income group who have reached that age in recent 
years or are reaching it now, may still find it possible to retire decently 
because of the savings permitted by the modest rates in effect during their 
peak years of earnings.*® 

Setting considerations of equity to one side, we are still confronted 
with an emerging social pattern which is most undesirable. In the shape 
of things to come, one can clearly perceive that old age security commen- 
surate with previous standards of living, is to be granted only to small 
wage-earners and to individuals who gain their livelihoods through the 
use of capital. The reward of an equally merited retirement will be denied 
to those in the middle and higher income tax brackets whose contribution 
to society will have been the performance of personal services. 

D. Death—The Great Leveler? Even in death our current tax law 
preserves the advantage of unearned over earned income, although one 
would assume that the converse would be the case. When our hypothetical 


sonal services could not be shifted to other members of the family. Lucas vy. Earl, 281 
U.S. 111 (1930); see also, Helvering vy. Eubank, 311 U.S. 122 (1940); Burnet v. 
Leininger, 285 U.S. 136 (1932); Tinkoff v. Comm’r, 120 F.2d 564 (C.C.A.7th 1941); 
Thomas M. McIntyre, 37 B.T.A. 812 (1938). 

88 The Treasury has so ruled in I.T. 3268, 1939-1 Cum. Butt. 196; I.T. 3350, 1940-1 
Cum, Butt. 64. This interpretation would appear to be a correct one in view of the lan- 


guage contained in § 165(a) of the Code: “a trust formed and part of a... pen- 
sion... plan of an employer for the exclusive benefit of his employees... .” (Italics 
supplied) 


84 As one commentator pungently put it: “At present the salaried or professional man 
has to go on until he drops dead of overwork, fearing even that release because when 
his earning power stops his family can starve.” Dorothy Thompson, in her syndicated 
article of May 30, 1947. 

85 See 1 MerteNS, LAw oF FepErAL INCOME Taxation Sec. 2.07 (1942) for compara- 
tive table of surtax rates commencing with 1913. 
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C dies, his family can either continue to operate the business, through 
hired management if necessary, or sell the stock of the corporation and 
reinvest the proceeds. Upon a sale of the stock, the estate may realize a 
tidy sum over and above book net worth because of the good will value 
which C wove into the business through his personal efforts over the years. 
Although C may have retired from the business many years prior to his 
death, the good will value has been fixed in the warp and woof of the 
enterprise. No corporate or other income tax was ever paid on this ever- 
increasing good will value. 

Now, when C dies, his executors may realize all or a substantial por- 
tion of his good will value by an increased price for the stock without being 
required to pay any income tax thereon. This is equally true with respect 
to any unrealized appreciation in the value of corporate assets which is 
reflected in the sales price.*® Upon the death of D who, let us say, was an 
attorney, his major asset may consist of his share of his firm’s receivables. 
When collected and paid over to his executors, every dollar is subject to 
tax * and at full rates.° _ 

The capital gains and basis provisions so favorable to the business man 
and his estate are characteristically unavailable to earned income. Bearing 
in mind the putative basis of justice underlying the income tax statute,*° 
one should assume that if there were to be any favoritism, it would extend 
to the family of the deceased salaried or professional man rather than to 
the family of the deceased business man, for the latter have a business 
which can be sold, or retained and managed through hired personnel. 
This is certainly not true of families of most deceased professional or 
salaried persons.*° 

This unequal treatment at death applies as well, in practical effect, under 
the estate tax law. A gift of stock in a family corporation removes from 
the donor’s estate the then value of the stock as well as any future accre- 
tion in such value." Where a gift tax is the price for this result, such cost 
is generally only a fraction of the estate tax cost.‘ Furthermore, the gift 


36 T.R.C. § 113(a) (5). 

87 L.R.C. § 126(a) (1). 

88 T.R.C. § 126(a) (3). 

39 See note 3 supra. 

40 See note 34 supra. 

41 In some cases, of course, the “contemplation of death” provisions of § 811(c) re- 
stores the transfer to the donor’s estate. An analysis of the decided cases indicates, how- 
ever, that this result obtains very infrequently. Even in such instances, the Magill (Special 
Tax Study) Committee recommends relief by a suggested provision limiting the “con- 
templation of death” concept to gifts made within two years of death. Op. cit. supra note 6 
at 41. 

42 This results not so much from the fact that gift tax rates are only three-fourths as 
high as the estate tax rates, but also because both the gift and estate tax are levied at 
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tax may be partially or entirely offset by income tax savings between date 
of gift and date of death.* 

The partner in a personal service partnership is beset with numerous 
difficulties should he attempt to effect a similar result. In many cases, 
state law prevents his taking members of the family into the firm.** And 
even if he could do so, the value of vendible good will is severely impaired 
by his death—certainly in a far greater proportion of cases than in a mer- 
cantile operation.** 

Prior to 1941 this inability on the part of earned income taxpayers 
to reduce taxable gross estate effectively and with the same facility as 
propertied individuals was not serious. The estate tax rates in the lower 
brackets were relatively modest and life insurance payable to named 
beneficiaries carried its own $40,000 exemption, which was in addition 
to the specific exemption in like amount. Furthermore, the proceeds of 
insurance on the life of a decedent in which he possessed no incidents of 
ownership at date of death were excludible in their entirety from gross 
estate. From the foregoing it followed that a reasonable competence could 
be made available tax free to his family by a professional or salaried indi- 
vidual—at least through insurance, if in no other way. 

By the end of 1942, this hope of the earned income taxpayer had been 
shattered. The first blow was struck with the adoption of T.D. 5032 *° 
which, in brief, substituted for the incidents of ownership a premium pay- 
ment test of taxability.‘* Henceforth, insurance paid for, directly or 
indirectly, by the insured was includible in his gross estate.** A provision 
intended to close an alleged loophole has thus served to create one more 
form of discrimination against earned income. 

While it is possible for the average business man or individual receiv- 


graduated rates and a gift results in a shift from the potentially higher bracket of the 
estate tax to the lower bracket of the gift tax. 

43 A device which is obtaining growing popularity consists of declaring a stock divi- 
dend in junior stock having no present value but whose rights are such as to absorb all 
future increases in value of the corporate enterprise. The donor of such a stock dividend 
apparently pays neither an income, gift, nor estate tax. 

44In the case of professional partnerships, admission to practice is generally dependent 
upon prescribed educational qualifications. 

45 See note 29 supra and text. 

46 1941-1 Cum. Butt. 427. 

47 Prior to the adoption of T.D. 5032, the Treasury had vacillated between these two 
tests of taxability, now using the one and now the other. For an excellent discussion of this 
problem, see PAuL, FeperAL Estate AND Girt Taxation Sec. 10.13 (1942). 

48 The 1942 Act amended § 811(g) of the Code to make insurance taxable under 
either the incidents of ownership or the premium payment test. Revenue Act of 1942, 
Sec. 404(a). Premiums paid prior to January 10, 1941 are not included in computing 
the taxable portion of the insurance, provided the decedent possessed no incidents of 
ownership after that date. Revenue Act of 1942, Sec. 404(c). 
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ing mainly investment income to have his financial affairs so arranged 
that premiums are not paid by him directly or indirectly, the same mea- 
sures are not available to the vast majority of the earned income group. 
In that latter group, premiums must be patently paid, directly or indi- 
rectly,*® by the insured. It should also be borne in mind that it is the earned 
income group whose estates show a particularly high proportion of insur- 
ance to total estate.° 

The Revenue Act of 1941 ** delivered the second blow in the form of 
sharply increased rates in the lower brackets.°® The Revenue Act of 


49 Many insurance agents have been urging upon professionals the purchase of ten-year 
payment life insurance, with premiums paid out of annual loans made at a bank against 
the policy as collateral. Additional collateral in the form of cash or the equivalent is 
also required to be maintained until such time as the cash value of the policy equals total 
premiums paid, which generally occurs around the tenth year after issuance. This type 
of purchase is usually urged on the theory that (1) a low interest rate combined with 
(2) a deduction for the interest paid and (3) dividends of assumed amounts (both dur- 
ing the ten-year premium payment period and after the policy has become fully paid up) 
give the purchaser much insurance at little cost, particularly in the early part of the 
premium payment period. 


¢ 


However sound or unsound these arguments may be, it is interesting to speculate on 
the estate tax implications which result from a purchase of a policy under this plan by 
the wife of the insured, where she has borrowed the money but the payment of interest 
is made with funds of the insured. Who has paid the premiums? Can it be argued that 
the wife rather than the insured paid the premiums because technically they were paid 
with the proceeds of a loan consummated by her? 

50 The discrimination inherent in the premium payment test is criticized by the Magill 
(Special Tax Study) Committee which urges its elimination. Op. cit. supra note 6 at 42. 
In this connection it is to be noted that earned income taxpayers who have transferred 
insurance prior to January 10, 1941 cannot feel secure that any portion of the insurance 
proceeds will be excluded from their gross estates despite the saving provisions of Sec. 
404(c) of the Revenue Act of 1942 (see note 48 supra). This uncertainty results from the 
recent tendency of the Tax Court to find assignments of life insurance includible as trans- 
fers made in contemplation of death. For an excellent critique of this trend, see Guterman, 
Transfers of Life Insurance and the Federal Estate Tax, 48 Cov. L. Rev. 37 (1948). 

51 Revenue Act of 1941, Sec. 401 (a). 

52 Whether “. . . . death duties in this generation are an implement of social, not fiscal, 
legislation,” Rudick, A Proposal for an Accessions Tax, 1 Tax. L. Rev. 25, 28 (1945) 
(see also, Paut, FeperaL Estate AND Girt TAXATION Sec. 1.07, 31 (1942): “Certainly 
it is a substantial, if not a primary, motive of the American federal estate tax to dis- 
courage excessive concentration of wealth.”), or whether, as the timing of most rate in- 
creases would suggest, Congress views the tax as primarily another source of revenue, 
there is little justification for the setting in of a 22% rate at $40,000 of taxable estate, 
particularly since the entire estate tax yield is so relatively insignificant. (For the fiscal 
year 1946, the estate and gift taxes together produced only $677 millions of revenue as 
compared with $38,971 millions of total internal revenue. Hearings before Committee 
on Ways and Means H.R. 1, 80th Cong., Ist Sess. 103.) It is even more difficult to 
understand a progression which reaches 30% at $100,000 as against 39% at $1,000,000, 
except as another unwitting discrimination against the smaller estates of the earned in- 
come group. With neither fiscal needs nor sound social policy served by the present rates 
applicable to small estates, the recent statement of an eminent authority that “exemptions 
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1942 ** contributed its bit by substituting for the two separate exemp- 
tions of $40,000 the single exemption of $60,000. While involving a 
seemingly minor change the latter provision had the effect of decreasing 
the tax imposed on large estates without insurance, while increasing the 
burden on the estate of the small taxpayer, in which life insurance gen- 
erally plays a major role. 

It is thus amply clear that not even in death can the earned income tax- 
payer expect surcease from discrimination, That unhappy event merely 
adds several new forms of discrimination (in estate tax as well as income 
tax) with which his survivors must contend. 


II. DEALING WITH THE INEQUITY 


To propose a panacea for the earned income problem would be pre- 
sumptuous indeed: the demonstrated discriminations are too varied and 
legion. Perhaps in some far-distant utopia, such a desideratum may be 
achieved.** For the present, one must be content with a form of relief 
which offers a reasonable attenuation of the inequity with which earned 
income is infected. The minimum requirement, however, would appear 
to include effective redress against the disproportionate impact of surtax 
rates upon earned income arising from the annual measurement of ability 
to pay in contrast to some form of lifetime accounting. 

A. Some Suggested Solutions. Before turning to the remedy proposed 
by the present writer, some consideration may profitably be given to three 
solutions which have been advanced by others. 

(1) The earned income credit. On the basis of its seniority, its use in 
the past °° and its success in obtruding itself into any discussion of justice 
for income derived from personal services, the earned income credit 
device can properly claim to represent the classic approach to the earned 
income problem. 

The earned income credit, however, is so clearly inadequate that it 
should receive hardly more than historical consideration. It is deficient 
in that it does not come to grips with the fundamental aspects of the 


could be decreased and rates, especially in smaller and medium-sized estates, could be 
raised” is incomprehensible. (Blough, The Issue of Diversification in Federal Tax Policy, 
3 Tax L. Rev. 1, 8 (1947) (Italics supplied). 

58 Revenue Act of 1942, Sec. 414(a). 

54 Some of the inequities are inescapable because they flow from the inherent difference 
between earned and investment income. For example, if the capital gains provisions have 
a proper place in the law (and it is not suggested that they do not), it is impossible to 
prevent a taxpayer possessing capital from deriving greater benefit from this type of 
taxation than the earned income taxpayer. 

55 For a concise history of the earned income credit, see 1 MERTENS, THE Law oF FEp- 
ERAL INCOME TAXATION Sec. 32,03 (1942). 
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inequity involved, and where sizeable enough to constitute more than 
token relief involves an unnecessarily large loss of revenue. This stems 
from the failure to recognize that the basic inequity exists mainly, if not 
entirely, in those cases where earned income over the course of years, 
if plotted on a graph, describes the course of a parabola. Thus, for 
example, the earnings history of an individual engaged in one of the 
learned professions generally shows no income during the period of 
schooling, followed by low earnings in the period of self-establishment 
in his profession, followed by a period of peak earnings, followed in turn 
by a period of descending earnings culminating in complete retirement. 
In the foregoing typical situation, high surtax rates applied to twelve- 
month periods of calculation are productive of results which are arbitrary 
and foreign to any reasonable measure of “ability to pay.” 

On the other hand, where the economic life of the individual can be 
represented by something approaching a straight line, with rare (if any) 
application of graduated rates to income, and with social security pay- 
ments after retirement representing a reasonable amount in relation to 
average earnings before retirement, there is little, if any, inequity to 
correct. 

In granting the traditional type of earned income credit, no attempt 
is made to limit the relief afforded by that device to the first group. Be- 
cause the second group includes the vast bulk of taxpayers, it actually ex- 
tends primarily to that group which is not affected with the inequity.” 
Consequently, in addition to producing an ineffectual result, the credit 
necessarily entails a loss of an inordinately large amount of revenue. In 
recent statistics ’ issued by the Treasury Department, it was estimated 
that the allowance of a credit as a deduction from income equal to 10% 
of earned adjusted gross income would result in a revenue loss of approxi- 
mately $2,090,000,000. It is significant that of this total approximately 
$1,213,000,000 is allocable to net taxable income not exceeding $3,000 
and another approximately $408,000,000 to net taxable incomes between 
$3,000 and $5,000. 


56 Apart from its failure to deal with the problem to which it is directed, the credit 
has been an egregiously rough device pregnant with unsound presumptions. Thus, under 
the last earned income credit, I.R.C. § 25(a) (4), repealed by Sec. 107, Revenue Act of 
1943, the first $3,000 of income was arbitrarily treated as earned income; contrariwise, 
income in excess of $14,000 was deemed not to be earned income regardless of its actual 
nature. 

57 Treasury Department, Press Service No. S-530, for release November 21, 1947, 
Table 8. 

58]t is interesting to observe that the Treasury prepared another table in this same 
study, Jd. Table 9, which shows that the revenue loss would be increased to $2,450,- 
000,000 if the first $5,000 of any income were conclusively presumed to constitute earned 
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Nor can we afford to forget the sorry history of the earned income 
credit. While it was still on the statute books, the credit was aptly de- 
scribed by one authority in the following language: 


The earned income credit, lacking any rational reason for its existence, has 
been a political football, and to boot, a source of much administrative incon- 
venience and of taxpayer confusion.*® 


After its repeal, Mertens commented as follows: 


The repeal of this credit was a Treasury recommendation made part of the 
original House Bill and concurred in by the Senate, and apparently rings the 
everlasting death knell with respect to such a credit.® 


In view of the fact that there appear to be no real protagonists of the 
credit device, it is somewhat surprising that it is permitted to creep into 
respectable discussions of the earned income problem.” This is, indeed, 
more than merely unfortunate. Since the credit is generally dismissed as 
inadequate without consideration of alternatives, the inference which is 
frequently drawn is that the earned income problem has been given 
thorough study and that apparently its perplexities defy solution. 

(2) Application of corporate rates to enterprises which are barred by 
state law from incorporation. It has been proposed © that the income from 
trades or businesses which cannot be carried on in corporate form, be- 
cause prohibited to do so by state law, be taxed in the same manner as 
though incorporated, taxable net income to be arrived at after making due 
allowance for a reasonable constructive salary to the proprietor or part- 
ners, as the case may be.* Although this suggestion represents a more 
sincere effort to grapple with the earned income problem than the credit 
device, it is nevertheless vulnerable in several vital respects. 

In the first place, occupations of the type under discussion derive their 
income almost exclusively from personal services. In most cases, there- 
fore, there would be no income properly subject to the corporate tax, after 


income. Cf. note 56 supra. This presumption was considered in the study because it 
would facilitate the preparation of the short form returns now permitted for incomes not 
exceeding $5,000. Despite the administrative reason, and ignoring the unnecessary reve- 
nue loss, the presumption demonstrates graphically how unresponsive this form of cure 
is to the evil to which it is supposed to be addressed. 

59 Op. cit. supra note 55, Sec. 32.03. 

80 Jbid. (1947 Supp.) Sec. 32.03. 

61 For example, see Committee on Postwar Tax Policy, A Tax Program for a Solvent 
America, 87 et seq. (1947). 

62 Testimony of Victor R. Wolder, Esq., Hearings before House Ways and Means 
Committee, 80th Cong., Ist Sess., Part 3, 1717 et seq; Wolder, The Forgotten Men of 
Taxes, 24 Taxes 970 (1946) ; see also, H. R. 5143, 80th Cong., 2nd Sess. 

63 This proposal is the converse of the provisions relating to the taxation of personal 
service corporations. I.R.C. § 725; see also, Supplement S, I.R.C. § 391 et seq. 
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making reasonable allowance for salaries. Secondly, where income could 
be subjected to corporate tax rather than considered salary, section 102 
would become applicable automatically. This would, except in a very few 
instances of exceptionally high income, eliminate the relief which the pro- 
posed plan is designed to achieve. On the other hand, if section 102 were 
expressly made inapplicable to these occupations, highly preferred treat- 
ment would be given to a select group, thereby creating rather than remov- 
ing inequity. Finally, since this provision would not cover salaried indi- 
viduals or those engaged in personal service activities which can be 
carried on in corporate form, it is again objectionable as giving preferred 
treatment to selected occupations. 

(3) Extension of existing pension trust provisions to partners and 
individual proprietors. It has been urged “ that the problem under dis- 
cussion can be solved, at least in part, by permitting partners and sole 
proprietors to include themselves under plans meeting the requirements 
of section 165(a) of the Internal Revenue Code. 

Objection to this proposal has been grounded on the proposition that 
the so-called 30% rule limiting the amount of employer contributions on 
behalf of employee-proprietors (stockholders owning, directly or indi- 
rectly, 10% of the voting stock of the company), would: so limit the 
benefits which could be enjoyed by proprietors as to render their use of a 
pension plan impractical.*° It has also been urged that if the 30% rule 
were made specifically inapplicable to partnerships and proprietorships, an 
inequity would be created in that the many employed persons who do not 
participate in employee trusts would still be ‘without their relief.°° 

This proposal, however, does aim to deal directly and simply with the 
patent injustice of taxing earned income entirely in the year when earned, 
by projecting some portion of such earnings to a later period (when earn- 
ings are lower) and imposing the tax on such projected earnings at that 
time.*’ The objection to this pension trust proposal on the ground that its 
remedial scope is too narrow, however, constitutes a serious criticism. 
Indeed, no reason is apparent why this basically sound approach should 
not be extended to all earned income groups—employees as well as sole 
proprietors and partners. 





64 Nicholson, Pensions for Partners: Tax Laws Are Unfair to Lawyers and Firms, 
33 A. B. A. J. 302 (1947); see also, The Association of the Bar of the City of New 
York, Report of the Committee on Taxation, 25 et seq. (Dec. 1947). 

85 Rudick, More About Pensions for Partners, 33 A. B. A. J. 1001, 1002 (1947); cf. 
Nicholson, Jd. at 1006. 

86 Rudick, op. cit. supra note 65 at 1003. 

87 In theory, some portion of the earnings should be projected backwards to the period 
of training and low income years, but that is obviously impractical. 
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B. A New Proposal.* In presenting the method set forth herein for 
dealing with the earned income problem, the writer has kept the following 
criteria uppermost in mind: 

1. The necessity for a remedy which is both adequate and reasonably 
broad in scope ; 

2. The necessity to achieve administrative simplicity ; and 

3. The requirement that the corrective offered must not be productive 
of adverse fiscal and economic results. 

The following proposal is submitted with the firm conviction that it 
meets the foregoing tests and, indeed, that it may withstand the test of 
other critical scrutiny which is reasonable in the premises: 

Amend the statute ® to permit every taxpayer to form what amounts 
to his own individual pension or security fund. Let him take up to a fixed 
percentage of his earned net income—a maximum of 15% or $10,000 in 
any one year, whichever is less °"—and invest such amount in a special 
type of non-assignable, low-interest bearing United States Government 
bond. The amount so invested, within the maximum permitted, would 
constitute an exclusion from gross income.” Upon the redemption of a 
bond in a later year, the proceeds would be includible at that time. 

It is the purpose of the ensuing discussion to present a thorough 
analysis of the salient features of this corrective plan. 

(1) Redemption of bonds. The bonds should be subject to redemption 
by the taxpayer at any time but should mature no later than ten years after 
his death. The Taxation Committee of the Bar Association of the City 
of New York has disagreed with this phase of the proposal and has sug- 
gested that redemption be permitted only after the taxpayer “has attained 
the age of sixty, or after the expiration of ten years after purchase, which- 


68 The proposal was first advanced by the present writer early last year in a short 
article intended for lay readers. Silverson, A New Tax Proposal, 44 AmertcAN MERCURY 
345 (March, 1947) ; see also, Hearings before the Ways and Means Committee on Reve- 
nue Revisions, 1947-1948, 80th Cong., 1st Sess., Part 3, 1699 et seq.; Hearings before the 
Finance Committee on H.R. 1, 80th Cong., Ist Sess. 408 et seq. 

69 For a copy of a suggested statute to implement this proposal, see Appendix to this 
article infra. 

70 Originally, the writer suggested a maximum of 25% or $10,000, whichever is less. 
See note 68 supra. The City Bar Association, of. cit. supra note 64 at 29, in its con- 
sideration of the instant proposal recommends a lower limitation of 15% or $10,000, 
whichever is less, which more conservative figure would appear to be sounder as an 
initial step. Furthermore, any amounts expended by the taxpayer’s employer for the tax- 
payer’s benefit under a plan meeting the requirements of § 165(a) or § 23(p)(1)(B) 
should serve to reduce the maximum amount of bonds which may be purchased. 

71 To guard against the loss of exclusion resulting from the purchase of bonds beyond 
the maximum allowable, a carryover can be provided for. A similar carryover is now 
permitted under I.R.C. § 23 (p) (1) (A) (iv) in connection with excessive contributions 
to a pension trust; see also, I.R.C. § 23(p) (1) (C). 
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ever date is earlier, the proceeds to be treated as income when received. 
Earlier redemption by the taxpayer might be permitted (so as to enable 
him to meet unforeseen emergencies), provided an administratively fea- 
sible method could be worked out which would impose some penalty to dis- 
courage unnecessary early redemptions.” ™ 

It would appear administratively burdensome, if feasible at all, to 
work out appropriate provisions governing the meaning of “unforeseen 
emergencies.” Consequently, it is suggested that by providing for no 
interest payments on any bonds held for less than five years, unnecessary 
early redemptions would be discouraged. Furthermore, the fact that the 
full amount received on these bonds is subject to tax at ordinary rates in 
the year of redemption, should serve as sufficient discouragement against 
unnecessary redemptions. 

The extension of the maturity date to ten years after taxpayer’s death 
is necessitated by the fact that the proceeds of these bonds will be subject 
to tax in the hands of his named beneficiary or personal representative in 
the year of receipt.” It is therefore necessary to prevent the “bunching”’ 
of income into one taxable period. Ten years would appear to give ade- 
quate protection against an excessively high surtax rate “* which, in many 
cases, might otherwise cause a greater tax to be payable than the amount 
of tax deferred in the years of purchase of these bonds.” 

(2) Necessity for investment and in government bonds. The proposal 
requires the taxpayer who would avail himself of its benefits to invest a 
permissible portion of his earned income in special government bonds. 

As will be seen shortly, the investment feature of the proposal is an 
administrative necessity rather than a device calculated to grant an allow- 





72 Op. cit. supra note 64 at 29. 

73 This treatment is not novel. I.R.C. § 126 requires the recipient from a decedent of 
previously untaxed income to pay the tax. The pension trust provisions similarly require 
the employee’s beneficiary to pay the tax on amounts received after the employee’s death. 
I.R.C. § 165(b). 

74 A possible alternative would be to make the proceeds of all uncashed bonds at the 
date of death subject to long-term capital gain rates. This would conform to the exist- 
ing treatment of lump sum payment received upon the death of a beneficiary of a trust 
meeting the provisions of § 165(a). I.R.C. § 165(b). However, this would encourage 
persons financially able to do so to refrain from redeeming bonds during life, with result- 
ing preferential treatment to some persons. It might be countered that, in view of the 
point made in the earlier part of this article as to the various advantages available to 
unearned income during life and at death, capital gains treatment for uncashed bonds 
would be balancing the scales more evenly. It is, however, not believed sound to expand 
the scope of the capital gains provisions, particularly when such expansion would not 
redound to the benefit of all owners of these bonds. 

75 The estate tax payable in respect of these bonds would, of course, constitute a de- 
duction in computing the net taxable income of the person redeeming the bonds. I.R.C. 


§ 126 (c). 
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ance for savings."* Theoretically, the earned income inequity could be as 
effectively mitigated by employing the following alternative: allow tax- 
payers to exclude from gross income the lesser of 15% or $10,000 of 
annual earned income, without requiring any investment of this amount; 
taxpayers would be merely required to include this amount in gross income 
in some future year or years. 

Under the alternative, as under the instant proposal, the inequity would 
be overcome by permitting an exclusion of a portion of earned income 
in years of peak earnings and the projection of such earnings to years in 
which lower surtax rates would be operative. The fatal defect, however, 
lies in the fact that the Treasury would have nothing more to secure its 
revenue claims than the unsecured promises of a vast number of taxpayers 
to pay a deferred tax.’ The necessity for requiring an investment of the 


76In his statement to the Ways and Means Committee on May 19, 1947, the Secre- 
tary of the Treasury sct forth the major tax problems under study by the Department. 
Among those was included the following item: 


“16. Allowances for life insurance premiums and other savings. There have been pro- 
posals to allow a limited deduction under the individual income tax for life insurance 
premiums. Proposals have also been made to allow a deduction for a limited amount of 
carned income invested in Federal securities. If such allowances were granted it would 
probably be necessary to consider a corresponding general allowance for other forms of 
savings, in order to prevent unfair discrimination between individuals investing their 
savings in different ways. These proposals for special allowances for saving raise basic 
equity questions and economic issues as to their effect on savings, investment and con- 
sumption.” Hearings before the Ways and Means Committee on Revenue Revisions, 
1947-1948, 80th Cong., Ist Sess., Part 1 at 12. (Italics supplied) 

It is significant that the instant proposal was described by the Secretary under the 
item dealing with allowances for savings rather than in connection with any of the other 
items discussed, such as “pensions and annuities,” “averaging” or “credit for earned 
income.” 

77 A third possible approach lies in requiring the taxpayer to pay currently the full 
tax on all earned income. In preparing his return, however, sufficient additional lines 
would be filled in by the taxpayer to indicate how much of his taxable income is equal to 
15% of earned net income (but in no event to’ produce a resultant figure of more than 
$10,000) and the tax on such amount in the highest applicable brackets for the year. 
The Bureau, after checking these calculations would send the taxpayer a non-negotiable 
instrument indicating the correct amount of the earned net income “exclusion” as well 
as the tax paid thereon, calculated in the manner indicated. Thereafter, the taxpayer (or 
after his death, his personal representatives, within a period not exceeding ten years after 
such death) could include the amount of such earned income “exclusion” in taxable in- 
come for any year, calculate the tax for such year on his income as so augmented (but 
without offset for deductions exceeding other income), and take a credit for the tax 
paid in the earlier year on the income so brought forward to the later year. If the credit 
exceeded the tax per return, the excess would be refunded. This third alternative in- 
volves no element of savings and would produce approximately the same result which 
obtains under the plan proposed in this article. The administrative complexities, how- 
ever, would appear to eliminate such alternative from serious consideration. Further- 
more, it would not appear to be sound to give tax reductions taking effect many years 
in the future. 
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amounts to which the deferred taxes are attributable is dictated by the 
cardinal requirement that the revenues must be protected. The savings 
feature is thus an administrative means ; it is not the substantive end.”™ 

Assuming the investment feature to be sound,”* the question arises next 
as to the wisdom of limiting the investment to Government bonds. The 
idea of using Government bonds as an essential feature of the instant 
plan is not a new one. In 1939 a sub-committee of the Senate Finance 
Committee recommended the issuance by the Federal Government of a 
special type of non-negotiable bond with a 30 or 40 year maturity which 
would be made available only to “profit-sharing funds of companies having 
an approved profit-sharing plan conforming to certain well defined prin- 
ciples of sound and legitimate profit sharing.” 

The purpose underlying the foregoing suggestion was security for the 
taxpayer. A similar purpose is served by the use of bonds under the 
present proposal.*° But more important, bonds must be employed here as 
a necessary measure of security for the public fisc. It requires little im- 
agination to speculate on the jeopardy to the revenue if taxpayers were 
allowed to defer the tax on amounts which they might invest in all manner 
of equity securities or, indeed, in partnership or sole proprietorship ven- 
tures.“ It has been suggested * that the use of Government bonds is 
objectionable on the ground that, instead of using the monies received 
from the purchase of these bonds to pay off other obligations, such cash 
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77a Compare the instant proposal with that of Slichter who urges a tax allowance 
for thrift. Slichter, Tax Formula: For Savers, Lower Levies, N.Y. Times Mag. Sec., 
Jan. 25, 1948, pp. 13 et seq. 

78 It has also been urged that the savings feature discriminates against those taxpayers 
whose consumption needs make difficult or impossible the purchase of bonds. But there 
are always discriminations against some individuals of a particular class to which the 
law cannot address itself. Certainly, for example, a $500 personal exemption is more 
meaningful in a small town than in New York City. Furthermore, however few may 
agree with those who would define taxable income so as to defer imposing the tax until 
income is actually spent (see, for example, Invinc FisHerR AND Herpert W. FISHER, 
ConstructIvE Income TAXATION (1942)) no one can seriously urge deferring the tax 
beyond the point of consumption. In the last analysis, the inability or unwillingness of 
some individuals to avail themselves of the benefits of the proposal is no reason why 
relief from inequity should be denied to the many who can and will take advantage of 
the opportunity offered. 

79 Sen. Rep. No. 610, 76th Cong., Ist Sess. 131 et seq. 

80 In view of the fact that trustees of trusteed pension plans under I.R.C. § 165(a) do 
not have a completely free rein, it is difficult to justify greater latitude in the case of 
what would in many cases be an individual pension plan. Clearly, the security aspect is 
just as vital where taxpayers set up their own plans as where they participate in 
employer-created plans. 

81 The City Bar Association has disapproved the suggestion that taxpayers be granted 
an unrestricted choice of investment on the ground that it “would greatly increase the 
administrative burden of the Treasury.” Op. cit. supra note 64 at 29. 

82 Rudick, More About Pensions for Partners, 33 A. B. A. J. 1001 (October 1947). 
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might be left idle or be used by the Government for current expenditures, 
with a consequent tendency to increase the national debt. Assuming merit 
in this argument, it is simple enough to provide for the mandatory retire- 
ment of other outstanding interest-bearing obligations for every dollar of 
cash received upon the sale of the type of bond under discussion.™ 

(3) Interest rate. It is essential that the interest rate of these bonds 
be low enough so as not to burden the Treasury, and yet be high enough 
to make investment therein attractive. It is believed that a 1% interest 
rate, payable at redemption, would constitute a happy figure.** As indi- 
cated above, in order to discourage unnecessary redemptions, no interest 
should be payable on bonds not held for at least five years. 

(4) Prevention of tax avoidance. To guard against tax avoidance 
which might be accomplished by the deliberate redemption of bonds in a 
year of large losses, it is simple enough to provide that losses cannot be 
offset against the proceeds of these bonds.* 

Another necessary provision would permit only individuals to receive 
the unredeemed bonds of a decedent taxpayer. Such a provision would 
prevent the unredeemed bonds from passing untouched by the income tax 
to charitable recipients.*® There is no reason to view this rule as tending 


83 This suggestion was made by Rep. Curtis (R. Neb.) in the course of the follow- 
ing colloquy with Rep. Holmes (R. Wash.) : 


“Mr. Holmes: I appreciate very much your statement, and while the mechanics can 
probably be refined and worked out, there is also a bit of political history attached to 
it; that is, on the negative side. It is for all purposes of discussion a suggestion toward 
a sinking fund —— generally speaking. And while the principle of the sinking 
fund fiscal science and the mechanics of it can be fairly worked out, you always have 
the political weakness of the available money; do you see what I mean? 

“Mr. Curtis: If the gentleman will yield, it could be provided that the funds trans- 
mitted to the Treasury for the purchase of these bonds be used to retire existing out- 
standing interest-bearing obligations of the Treasury only.” Hearings before the Ways 
and Means Committee on Revenue Revisions, 1947-1948, 80th Cong., 1st Sess., Part 3, 
1704 et seq. 

84 Compare the proponent’s original suggestion of “low or no” interest, Silverson, 
op. cit. supra note 68, with the reactions to this phase of the proposal by (1) the City 
Bar Association, recommending “1% simple interest (payable at redemption),” op. cit. 
supra note 64 at 29 and (2) the Federal Income Tax Committee of the Tax Section of 
the American Bar Association, whose view is that the bonds should bear no interest. 
Report of the Committee on Federal Income Taxes, Section of Taxation, American Bar 
Association, at 78 (Sept. 21-25, 1947). 

85 It is arguable that the offsetting of losses against the proceeds of government bonds 
should be permitted on the theory that averaging of income is thereby fostered by a 
method having the virtue of administrative simplicity. However, this argument is unsound 
in that the theory of the proposed plan is to level the curve of earned income so as more 
accurately to measure the tax thereon. It was not, and should not be, designed to give 
a relatively few taxpayers, having both earned income and non-capital losses, an oppor- 
tunity to effect an averaging beyond that permitted taxpayers generally through the 
operating loss deduction and similar provisions. 

86 See Silverson, Planning for Realisation of Capital Appreciation in FirtH N.Y.U. 
ANNUAL INSTITUTE ON FEDERAL TAXATION 628, 631, n.9 (1947). 
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to discourage charitable bequests. In effect, it would merely restrict the 
subject matter of such bequests to other propérty of a decedent. 

As a further measure designed to protect the revenue, there should be 
a withholding at the source of an adequate flat percentage upon the re- 
demption of the bonds. For example, under the existing rate structure, 
there should be a withholding equal to 19% of the proceeds. The amount 
so withheld could, of course, be claimed as a credit in the taxpayer’s 
return.** 

(5) Administrative aspects. The plan is administratively simple. The 
special type of bonds involved would be sold and redeemed at any bank. 
Upon purchase, the taxpayer would be furnished with a slip to be attached 
to his tax return to support the claim for an exclusion from gross income.** 
Upon redemption he would be furnished with a slip, likewise to be attached 
to the return, to support his claim for credit for the tax withheld at the 
source, and the bank would furnish a short form to the Bureau (similar 
to Form 1096) informing it of the amount paid the taxpayer and 
the amount of tax withheld. No further administrative problems are 
envisaged.** : 

(6) The pragmatic considerations. Although simplicity in a tax statute 
is a consummation devoutly to be wished, other elements are, indeed, of 
greater moment,” and not the least of these are the fiscal and economic 
consequence flowing from its enactment. Confidence in the merit of this 
proposal is not founded solely on its essential simplicity. Consideration 
of the proposed method from the pragmatic point of view gives every 
assurance that, far from being unfavorable,:the results which may rea- 
sonably be expected from its adoption should be most desirable. 

(a) Amount of revenue loss. This is properly the first consideration 
in any tax proposal. It is believed that the initial annual loss of revenue 
will not exceed half a billion. In subsequent years this loss should be re- 
duced considerably due to tax receipts resulting from bond redemptions. 
The revenue loss figure is predicated on the assumption that very few 





87 In some cases, a portion of the tax withheld would have to be refunded, but that is not 
uncommon under existing withholding provisions. 

88 The definition of earned income should be the same as that which is now contained 
in § 116(a)(3) of the Internal Revenue Code, pertaining to earned income which is 
exempt to a citizen residing outside the United States. See also, the definition of earned 
income and earned net income which was contained in I.R.C. § 25(a) (4), repealed by 
Sec. 107, Revenue Act of 1943. 

89 In connection with Form W-2 and with the tax imposed by Supplement T in lieu 
of that imposed by I.R.C. §§ 11 and 12, only minor adaptations would be involved since 
the proposal calls for an exclusion rather than a deduction from gross income. 

0 Much of the unavoidable complexity in the Code is to be found in the remedial 
provisions, e.g., I.R.C. §§ 107, 112, 113, 116, 117, 131 and 165. See Eisenstein, Some 
Iconoclastic Reflections on Tax Administration, 58 Harv. L. Rev. 477, 483 (1945). 
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persons in the group whose incomes do not exceed $3,000 will avail them- 
selves of the opportunities afforded by this plan. It is also reasonable to 
assume that many persons having incomes above $3,000 either will not 
avail themselves of the plan or will do so in amounts less than the pro- 
posed 15% maximum of net earned income. The resultant estimate of 
$500,000,000 initial loss is, therefore, believed to follow from an exami- 
nation of recent Treasury statistics.°* Surely this is a modest amount * 
to pay for the correction of one of the most glaring inequities in our 
present tax structure.** 

(b) Stabilization of revenue. With the personal income tax supplying 
close to one-half of total revenue receipts,** it is obviously desirable to 
cushion these receipts against the shock of a precipitate drop occasioned 
by a recession or full-fledged depression. Under the proposal, receipts 
from the individual income taxes would tend to be stabilized by shifting 
some portion of collections from years of peak prosperity to years of 
depressed economic activity.*° It is highly likely that during a deflationary 
period, many of the bonds would be cashed with a consequent flow of 
new revenue. 

(c) Reduction of debt service charges. There should result a reduction 
of the amount required annually for interest charges on the public debt. 
It is reasonable to assume that, over the foreseeable future, the average 
cost to the Treasury for long-term financing will exceed 1%. 

(d) Spreading ownership of government bonds. To the extent that 
ownership of government bonds is shifted from banks to individuals in 
inflationary periods, when it is reasonable to assume that a substantial 


91 Treasury Department, Press Service No. S-530, for release November 21, 1947, 
Table 8. ‘ 

92 Should the Surrey Plan, providing for division of income between spouses become 
law, the estimated revenue loss should be reduced considerably. 

93 “Tax policy is a problem in alternatives.” Blough, The Issue of Diversification in 
Federal Tax Policy, 3 Tax L. Rev. 1, 7 (1947). 

94 Hearings before the Ways and Means Committee on H.R. 1, 80th Cong., Ist Sess. 103. 

95 At first blush, it might be thought that increasing revenue in deflationary periods (or 
more accurately, attempting to minimize the inevitable decrease) runs counter to the 
teachings of those who espouse the technique of a compensatory fiscal policy. [See, for 
example, A. H. Hansen, Economic Pottcy anp Furr EmproymMent 140-43 (1947)]. 
However, since the theory of this school of thought is to reduce revenue yield during 
such periods in order to increase purchasing power, there is, in fact, no conflict in result: 
to the extent that bonds are redeemed in hard'times, the proceeds, less the tax paid thereon, 
will serve to augment purchasing power. 

Similarly, while compensatory fiscal policy requires high taxes as an anti-inflationary 
measure during prosperous periods, the purchase of bonds during such periods would 
obviously have this over-all effect in spite of the tax reduction accruing to the benefit of 
the purchasers. The bond plan would therefore have the seemingly paradoxical effect 
of achieving the desired economic effects flowing from deliberate revenue instability while 
tending in fact to promote revenue stability. 
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amount of these bonds will be purchased, the base for bank loans will be 
to that extent contracted. This should act as an antidote to the inflationary 
trend.*° Conversely, during periods of sharp deflation, it is to be expected 
that redemptions may exceed new purchases, thereby tending to counter- 
act the deflationary trend. 

(e) Influence on consumptive demand. Investment in government 
bonds should create a reservoir of purchasing power which could be tapped 
in years of declining incomes while tending to absorb excess purchasing 
power in inflationary periods. 

(f) Creation of venture capital. There should result an increase of 
risk capital for job-creating enterprises by releasing funds for that pur- 
pose in the middle and upper brackets *’ otherwise earmarked for retire- 
ment purposes. Presently these income groups cannot rely on our social 
security laws to provide adequately for their retirement years even where 
the laws are applicable. Such retirement must be financed by the purchase 
of annuities or through other forms of saving. This means that before 
funds are made available for venture capital, provision must first be made 
for such items as taxes, current living expenses, and savings for retire- 
ments. In too many cases, this leaves a negligible amount for a venture- 
some investment. Under the proposal,®* there could be added to the flow 
of risk capital an amount approximately equal to the tax deferred by bond 
purchases by persons in the tax brackets under discussion. 

(g) Stimulate individual incentive. The incentive to work—to greater 
production—should be stimulated, particularly among the managerial and 
professional groups of our economy. One of the more serious problems 
with which our economy is presently faced is the need to maintain ade- 
quate incentive at the managerial level of enterprise.*° Tax practitioners 


96 See Slichter, America’s Industrial Plant, N.Y. Times Mag. Sec., Nov. 30, 1947, 
pp. 77-78. 

97 Sen. Rep. No. 173 on H.R. 1, 80th Cong., Ist Sess. (1947), stating at p. 13: “The 
savings of the middle and upper bracket income recipients are the principal sources of 
the venture capital for business expansion.”; H.R. Rep. No. 180 on H.R. 1, 80th Cong., 
Ist Sess. (1947), stating at p. 10: “New Investments are believed to come primarily 
from incomes of more than $10,000 to $15,000. Those with smaller incomes can save 
little, and what they do save is likely to be invested in old, well-established business.” 

98 Cf. the alternative view, Rudick, More About Pension For Partners, 33 A. B. A. J. 
1001 (October, 1947), that the investment of income “exclusions” in government bonds 
do not provide a source of venture capital. It would appear that this view overlooks the 
tendency to put at risk only the excess over what the individual regards as the “nest- 
egg” element of his accumulations. Instead of adding to total venture capital, ability to 
fund one’s pension requirements via risk securities would therefore involve placing the 
latter portion of the individual’s portfolio in the pension fund while retaining the non- 
venture items. Under a Government bond funding the reverse procedure would obtain. 

®° The problem has been well-expressed by former Under-Secretary of the Treasury 




















1948] EARNED INCOME AND ABILITY TO PAY 323 


are faced daily with many varieties of agreements of one’type or another 
designed to defer the receipt of compensation on the part of management. 
These agreements should be made unnecessary. 

Since the proposal will provide a realistic social security *” in place of 
the limited and inadequate security now on the statute books, reasonably 
early retirement will be encouraged. This should keep fresh blood coursing 
through the main arteries of our economy and thereby grant greater in- 
centive to the constant stream of younger individuals. One need only 
recall the number of senior partners in professional firms who must neces- 
sarily draw amounts beyond their present value—all at the expense of 
the junior members of the firm—to appreciate the necessity for this type 
of encouragement. 

(h) Effect an averaging of income. The proposal affords a simple 
averaging method, without involving us in the administrative problems 
connected with all such devices which have been advanced to date. The 
type of averaging supplied under this plan would not necessitate assem- 
bling returns for a number of years and making involved calculations. 
It would be completely self-operative. For by purchasing bonds in periods 
of high or good earnings and cashing them in less favorable times or upon 
complete retirement, or by the taxpayer’s family after his death, income 
has been automatically averaged in a most simple manner.** 

(1) Carryback of unused exemptions and dependency credits. Under 
the proposal, it will be possible for the lower income groups to have what 
will amount, in many cases, to an unused exemption and dependency credit 


John W. Hanes, Hearings before the Committee on Ways and Means on H.R. 1, 80th 
Cong., Ist Sess. (Mar. 14, 1947) : 


“I am addressing myself to one particular phase of this question; the taxation of brains; 
in other words, the tax on earned incomes. I am making no plea for the rich or asking 
any mitigation of the tax burden they carry. What I do protest vehemently is a foolish 
and dangerous discrimination which has no economic justification and rests solely upon 
a mischievous class consciousness. What I protest is not a tax on wealth or on income 
but a tax on brains, a stupid levy against the know-how and the managerial experience 
that are the Nation’s greatest assets. 

“I would differentiate, if I had my way, between the salaried and professional classes, 
who have spent years in education and preparation for positions of great responsibility, 
and those who drift through life living on unearned incomes.’ 

100 Cf, Rudick, of. cit. supra note 65, whose alternative proposal would permit invest- 
ment in any form of venture; the proponent concedes (at 1005): “It is true that the pro- 
posal will not insure a retirement fund for the earner or security for his family; the fund 
may be invested in speculative property rather than government bonds or annuities or 
other safe investments.” 

101 The averaging thus achieved concededly effects but partial relief for earned income 
which varies sharply from year to year. It achieves its optimum benefit for those mem- 
bers of the earned income group, believed to be the vast majority, whose income (sub- 
ject to minor variations) moves gradually upwards, flattens out into a plateau, and then 
descends fairly sharply. For the minority whose cycle is at variance with this pattern, 
partial relief is nevertheless achieved. 
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carryback. This would similarly follow in those instances where bonds 
purchased in years of good earnings are redeemed at a time when earnings 
are less than the total of personal exemptions and dependency credits for 
a taxpayer.*” 





III. Conclusion 


In presenting the foregoing analysis of the remedy proposed, the writer 
has endeavored not only to set forth the virtues of the plan but also to 
test its merit by considering criticisms relating to its several aspects. This 
analysis, it is believed, demonstrates that the proposal offers a sound and 
practical method for dealing with the earned income inequity. 

One basic objection to the proposal as a whole has not been mentioned— 
an argument which cannot be ignored. This contention is addressed 
neither to the legal nor the economic aspects, but constitutes rather what 
may be described as the ideological argument. The burden of the argu- 
ment is that the proposal should be rejected for the sole reason that the 
maximum advantage thereunder will inure to the middle and upper 
bracket taxpayers.*°* While this kind of argument is a popular one in 
certain quarters, it is patently superficial and specious. Where an inequity 
affects a class of taxpayers irrespective of income level, correction of the 
inequity will necessarily save more tax dollars for the higher income than 
for the lower income groups under a progressive system of taxation such 
as we have. Every deduction allowed under section 23(a) saves more 
dollars as the scale of income ascends.*** 


102 See Minority Report of the Special Tax Study Committee to the Committee on 
Ways and Means, 9 (1947), where it is urged that “there should be a carry-forward of 
personal exemptions to the extent that they are not used in a particular taxable year 
because of insufficient income.” 

103 Mr. Matthew Woll has gone so far as to impugn the motives of those who espouse 
corrective legislation of the general type here urged. In voicing his dissent from the 
recommendation of the majority of the Magill Committee to allow employees contribut- 
ing to qualifying pension plans a deduction for such contribution, Report of the Special 
Tax Study Committee to the Ways and Means Committee, 32 (1947)—a proposal related 
in principle, although not in scope, to the instant plan, he stated (Minority Report at 19): 


“The second proposal is that an employee’s contributions to a qualified pension plan 
should be an allowable deduction from gross income. This recommendation is not even 
a poorly disguised attempt to eat into the surtax brackets. The majority state with com- 
mendable frankness that ‘these’ are ‘days of high income tax rates,’ and indicate that it 
would be most convenient for employees with very large incomes to reduce their taxes 
by the proposed deduction. The majority add that the pension payments attributable to 
the contributions would be taxed in full when received. They do not add that the em- 
an woe! will probably be in appreciably lower brackets when the pension payments are 
received. 

“Here again we have the reiteration of the same theme—the taxes of the well-to-do 
must be reduced. As I have already stated, the heart of our income tax system is the 
principle of progression, and the majority’s recommendations are a dagger pointed at 
the heart. The second proposal is but another outrageous atentt to enable the well-to-do 
to avoid the high income tax brackets, which the majority evidently regard as an excuse 
for bigger and better loopholes.” (Italics supplied) 

104 If this result is objectionable the Code should be revised so as to allow deductions 
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Certainly, if ordinary deductions produce greater tax savings as income 
increases,*® then the correction of an inequity which affects exclusively 
or primarily individuals in the higher brackets will a fortiori result in 
increased tax savings to such individuals. To deny relief because of this 
inescapable result is to espouse the novel doctrine that “ability to pay” 
now includes not only the principle of progressive taxation but a new and 
startling principle of “progressive inequity.” 
only against a taxpayer’s lowest brackets rather than, as at present, against his highest 
brackets. Cf. N. Y. Tax Law Sec. 249-n and q. 

105 This is also true of the medical expense deduction under § 23(x) of the Code. 
For, while a medical expense is not deemed to be extraordinary (and hence deductible) 
until 5% of adjusted gross income has been exceeded in any taxable year, the fact remains 


that a taxpayer in a high bracket having $1,000 deductible under this section, saves more 
in tax than one in a low bracket having the same deduction. 











APPENDIX 
EarneD INCOME TAx ADJUSTMENT AcT oF 1948 
An ActT 


TO REDUCE TAXATION ON EARNED INCOME, ENCOURAGE INDIVIDUAL OWNERSHIP 
OF UNITED STATES GOVERNMENT BONDS, ENCOURAGE INDIVIDUAL 
FINANCING OF SOCIAL SECURITY, AND FOR OTHER PURPOSES. 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That (a) Short Title. This Act 
may be cited as the “Earned Income Tax Adjustment Act of 1948.” 

(b) Act Amendatory of Internal Revenue Code. Except as otherwise ex- 
pressly provided, wherever in this Act an amendment or repeal is expressed in 
terms of an amendment to or repeal of a chapter, subchapter, title, supplement, 
section, subsection, subdivision, paragraph, subparagraph, or clause, the refer- 
ence shall be considered to be made to a provision of the Internal Revenue 
Code. 

(c) Meaning of Terms Used. Except as otherwise expressly provided, 
terms used in this Act shal] have the same meaning as when used in the Internal 
Revenue Code. 


Sec. 2. Exclusion from Gross Income of Amounts Expended in the Pur- 
chase of Certain Bonds of the United States. 


Section 22(b) (relating to exclusions from gross income) is amended by 
inserting at the end thereof the following: 


“(15) Amounts Expended in the Purchase of Certain Bonds of the 
United States.— . 

“(A) Amounts expended by an individual during the taxable year in the 
purchase of bonds of the United States to be issued under the authority 
and subject to the provisions, of the Second Liberty Bond Act, as amended, 
and the purposes for which bonds may be issued under such Act are extended 
to include the purposes for which bonds may be issued under this paragraph. 
Such bonds shall bear interest at the rate of 1% per annum (payable at re- 
demption) when, and only when, held for at least five years from the date 
of purchase to date of redemptions, shall have no fixed maturity, shall be regis- 
tered in the name of the taxpayer, shall: be non-negotiable, and shall not be 
transferable by sale, exchange, assignment, pledge, hypothecation, or other- 
wise. Such bonds shall be subject to redemption at any time by the owner, but 
interest shall cease to accrue upon the tenth anniversary of the purchaser’s 
death. The purchaser may provide for payment of any such bond to designated 
alternate individual beneficiaries in the event of his death before redeeming 
the same, and such designation and changes thereof shall be made under regu- 
lations prescribed by the Commissioner with the approval of the Secretary. 
Redemption after the purchaser’s death may be made by any beneficiary so 
designated by the purchaser, or by the executor or administrator of any such 
beneficiary, or by the executor or administrator of the purchaser if no such 
designated beneficiary survives him or no such beneficiary has been designated. 

“(B) The maximum annual exclusion under the foregoing paragraph shall 
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not exceed 15% of the taxpayer’s earned net income or the sum of $10,000, 
whichever is the lesser, minus any amount contributed by an employer to or 
under a pension plan meeting the requirements of Section 165(a) or to the 
purchase of an annuity contract described in the first sentence of Section 
22(b)(2)(B) (whether such contribution is made before or during the 
taxpayer’s taxable year) to the extent that taxpayer acquires a vested interest 
in such contribution at any time during his taxable year. Any amounts ex- 
pended during the taxable year in the purchase of bonds described in the fore- 
going paragraph in excess of the maximum annual exclusion prescribed in 
this paragraph shall be deductible in the succeeding taxable years in order of 
time to the extent of the difference between the maximum annual exclusion 
for each succeeding year and the amount of such bonds purchased in such year. 

“(C) Earned income definitions. For purposes of the foregoing paragraph 
(i) ‘Earned income’ means wages, salaries, professional fees, and other 
amounts received as compensation for personal services actually rendered, 
but does not include any amount not included in gross income (except for 
the provisions of this paragraph), nor that part of the compensation derived 
by the taxpayer for personal services rendered by him to a corporation which 
represents a distribution of earnings or profits rather than a reasonable allow- 
ance as compensation for the personal services actually rendered. (ii) ‘Earned 
income deductions’ means such deductions as are allowed by Section 23 for 
the purposes of computing net income, and are properly allocable to or charge- 
able against earned income. (iii) ‘Earned net income’ means the excess of 
the amount of the earned income over the sum of the earned income deduc- 
tions. (iv) In the case of an individual proprietor or member of a partner- 
ship, engaged in a trade or business in which both personal services and 
capital are material income producing factors, the portion of the profits of 
the individual proprietor or partnership which constitutes earned net income 
shall be determined under regulations prescribed by the Commissioner with 
the approval of the Secretary.” 


Sec. 3. Inclusion in Gross Income, Net Income, and Adjusted Gross Income, 
of Amounts Received Upon the Redemption of Certain Bonds of the 
United States. 


(a) In General.—Section 22(a) (relating to the definition of “gross in- 
come’) is amended by striking out the period at the end of the first sentence 
thereof and adding the following: 


“ ; also the full amount received by any person upon the redemption of 
any bonds of the United States as defined in section 22(b)(15), but the 
amount of such bonds remaining unredeemed on the tenth anniversary of the 
death of the purchaser thereof shall be included in the gross income of the 
person entitled to the proceeds of redemption in the taxable year in which 
falls said tenth anniversary.” 


(b) Alternative Calculation of Net Income upon the Redemption of Certain 
Bonds of the United States—Section 21(a) (defining “net income”) is 
amended by inserting at the end thereof the following sentence: 


“In the case of an individual, (other than an estate) ‘net income’ shall in 
no event be less than the excess of the amounts received during the taxable 
year upon the redemption of bonds of the United States as defined in section 
22(b) (15) over the amounts expended by him during the taxable year in the 
purchase of such bonds, minus 10 per centum of such excess of $300, which- 
ever is the lesser.” ; 
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(c) Effect of Redemption of Certain Bonds of the United States on Calcu- 
lation of Tax Under Supplement T.—Chapter 1 of the Internal Revenue Code 
is amended by inserting after section 404 the following new section: 


“Sec. 405. Adjusted Gross Income in the Event of the Redemption of Cer- 
tain Bonds of the United States—For purposes of this Supplement the term 
‘adjusted gross income’ shall in no event be less than the excess of the amounts 
received during the taxable year upon the redemption of bonds of the United 
States as defined in section 22(b) (15) over the amounts expended during the 
taxable year in the purchase of such bonds, minus 10 per centum of such 
excess of $500, whichever is the lesser.”’ 


(d) Inapplicability of Provisions of Section 117.—Section 117(f) is 
amended by inserting after “thereof” in the parentheses a comma and adding 
the following : 


“other than the bonds described in Section 22(b) (15)” 


Sec. 4. Withholding of Tax at Source on Amounts Received Upon Redemp- 
tion of Certain Bonds of the United States. 


Section 143 (relating to withholding of tax at source) is amended by re- 
lettering subsections (b), (c), (d), (e), (f), and (g) respectively to read 
(c), (d), (e), (f£), (g), and (h) respectively and inserting after subsection 
(a) a new subsection reading as follows: 

“(b) All persons, in whatever capacity acting, including officers and em- 
ployees of the United States, having the control, receipt, custody, disposal or 
payment of the proceeds payable upon the redemption of United States bonds 
described in Section 22(b)(15) shall deduct and withhold from such pro- 
ceeds a tax equal to 19 per centum thereof.” 


Sec. 5. Deduction for Estate Tax on Amounts Includible in Gross Income 
in Respect of Certain Bonds of the United States. 


Section 126(c) is amended by adding at the end thereof the following new 
paragraph: 

“(3) For purposes of this subsection an amount includible in respect of 
bonds described in Section 22(b) (15) in the gross income of the executor or 
administrator of the purchaser of such bonds or in the gross income of the 
executor or administrator of a deceased beneficiary of such bonds shall be 
deemed to be an item of gross income in respect of a decedent within the 
meaning of subdivision (a) (1) of this section.” 


Sec.6. Taxable Years to Which Applicable. 


The amendments made by this Act shall be applicable with respect to tax- 
able years beginning after December 31, 1947. 




















The Tax Benefit Doctrine Reexamined 
CHARLES W. TYE 


A REEXAMINATION of the tax benefit doctrine is timely, not only be- 
cause it has developed far beyond its original scope, but because it is one of 
the most revolutionary tax concepts to evolve since World War I. It has 
emerged after nearly a decade of protracted litigation, conflicting rulings 
and statutory restrictions, to take its rightful place in our scheme of taxa- 
tion, albeit the doctrine appeared doomed as recently as 1941. 

Historically, the theory of applying so-called tax benefit principles to 
recoveries of items previously deducted or credited in loss years was first 
advocated unsuccessfully in the middle 30’s in litigation before the Board 
of Tax Appeals.* But in 1937, 1938 and 1939, the Treasury, by published 
rulings, permitted the application of tax benefit principles to bad debt and 
tax recoveries.” In 1940, however, the Treasury revoked all these previous 
rulings, amending the revocation rulings later to permit the continued 
application of the doctrine with respect to returns already filed. Thus, the 
1940 rulings were made prospective only. 

Litigation resulted from this reversal of Treasury policy, particularly 
in the field of bad debt recoveries, and to a lesser degree in the case of 
tax refunds. Most of this litigation went to the Board of Tax Appeals, 
and the Board, irrespective of Treasury insistence to the contrary, began 
to apply tax benefit pririciples even beyond the old Treasury rulings. How- 
ever, the courts, more often than not, reversed the decisions of the Board. 
As a result, such a chaotic condition existed by 1942 that it became abso- 
lutely essential to call a halt to this ever-widening controversy.® This the 


Cartes W. Tye (University of Iowa, B.S.C., J.D., Leland Stanford University LL.M.) 
is a member of the Iowa and California Bars; formerly Professor of Law, Pacific Coast 
University, and Special Attorney, Office of Chief Counsel, Bureau of Internal Revenue; 
Tax Counsel to Royal-Liverpool Group of insurance companies, New York; lecturer at 
New York University Institute on Federal Taxation and National Tax Association Con- 
ference; member of tax committee of Association of Casualty and Surety Companies, 
and of Advisory Committee of 1947 New York University Institute on Federal Taxa- 
tion; author Taxation of Insurance Companies, 2 Tax L. Rev. 509 (1947). 

1 Lake View Trust & Savings Bank, 27 B.T.A. 290 (1932). 

2G.C.M. 18525, 1937-1 Cum. But. 80; I.T. 3172, 1938-1 Cum. Burr. 150; G.C.M. 
20854, 1939-1 Cum. Butt. 102; I.T. 3256, 1939-1 Cum. Buty. 172; I.T. 3278, 1939-1 
Cum. Butt. 76; G.C.M. 22163, 1940-2 Cum. Buty. 76; I.T. 3391, 1940-2 Cum. Butt. 
179; I.T. 3390, 1940-2 Cum. Butt. 68; I.T. 3438, 1940-2 Cum. Butt. 82. See Helvering 
v. State-Planters Bank & Trust Co., 130 F.2d 44 (C.C.A.4th 1942) ; Comm’r y. United 
States & Int. Sec. Corp., 130 F.2d 894 (C.C.A.3d 1942). 

3 See statements of Hon. Secretary Morgenthau and Randolph Paul before Committee 
on Ways and Means on Revenue Revision of 1942, 77th Cong., 2d Sess. 10, 88 (1942). 


3 329 











330 TAX 'AW REVIEW [Vol. 3: 


Congress tried to do by enacting section 116 of the Revenue Act of 1942, 
now designated as section 22(b) (12) of the Internal Revenue Code. This 
new section excluded from gross income amounts attributable to the 
recovery of bad debts, prior taxes and “delinquent amount,” to the extent 
the prior deduction or credit of such items did not reduce the tax liability 
of the taxpayer. 

However, the enactment of this statutory recognition of the doctrine 
did not end the litigation, since the Commissioner thereafter took the 
position that specific mention by the Congress of only three items in sec- 
tion 22(b)(12), negatived Congressional intent to apply tax benefit 
principles to all other types of recoveries. The atmosphere was clarified 
on this proposition by the Supreme Court in Dobson v. Commissioner. 
The Supreme Court disposed of this contention in a case involving the 
recoupment of stock losses, not by expressly “. . . adopting any rule of 
tax benefits,” but rather by holding that the Congress did not intend to 
limit application of the doctrine to the specific statutory items. The Court 
said, “. . . no statute or regulation having the force of one and no prin- 
ciple of law compels the Tax Court to find taxable income in a transaction 
where as a matter of fact it found no economic gain and no use of the 





transaction to gain tax benefit. . . .” The Court also made the important 
observation that whether the Tax Court should apply tax benefit rules 
to a given situation is “ . . . only a question of proper tax accounting,” * 


which a Circuit Court has no power to review. 

The concept that the tax benefit doctrine might apply to innumerable 
types of transactions was not of itself so alarming to the Commissioner, 
as was the fear of administrative complications in its application. This 
fear was due essentially to the fact that the various rules and formulae 
promulgated by the regulations differed in many material respects from 
the court-made rules. To alleviate such complications, T.D. 5454° was 
promulgated. This ruling, following the dictates of the Dobson decision, 
provided that tax benefit principles should apply to “. . . other losses, 
expenditures, and accruals made the basis for deductions,” as well as to 
the original statutory items. The result has been uniform application of 
the rules set forth in the regulations in court decisions handed down since 
the T.D. was published. 

This study involves a critical analysis and reexamination of these rules 
and their application, together with a discussion of certain specific 
transactions. 


# 320 U.S. 489, 506-507 (1943), rehearing denied, 321 U.S. 231 (1944). The Supreme 
Court distinguished Burnet v. Sanford & Brooks Co., 282 U.S. 359 (1931), the decision 
which the lower courts were relying upon as a basis for denying application of the tax 


benefit doctrine. 
5T.D. 5454, 1945 Cum. BuLt. 68, amending Reg. 111, Sec. 29.22(b) (12)-1. 
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I. APPLICATIONS PERMITTED BY STATUTE, REGULATION OR CouRT 
DECISION 


The Formula and General Scope. The statutory test of tax benefit is 
reduction of taxpayer’s tax, rather than reduction of income or benefit 
measured by the actual dollars of tax saved in prior years. The formula 
for determining benefit or non-benefit is not detailed in section 22(b) (12). 
The Congress left this to be prescribed by the Commissioner in his regula- 
tions.° The regulations follow generally the discussions on the subject 
before the Senate and House committees.’ One has merely to read the 
regulations to realize that the determination of tax benefit involves a highly 
precise procedure. Of necessity, taxpayers must carefully follow specified 
steps in making the calculations. 

The formula is premised on the assumption that the deductions and 
credits are the last ones taken, and that each year is a separate unit. 
Therefore, the following steps should be taken: 

(1) Segregate the various types of recoveries by years, and eliminate 
from this aggregate all recoveries for which no deduction or credit was 
claimed, since if all or any portion of a recovery was not deducted or 
credited in a prior year, such recovery or a portion of it is excluded from 
gross income without further computation. 

(2) Ascertain the amount of the recoveries which, in the year of de- 
duction or credit and in the year or years to which losses were carried 
over or carried back, reduced either the normal tax or surtax (or possibly 
the victory tax). 

(3) Subtract this amount from the total of the deductions allowed or 
credited in such prior year. The resulting figure is the “recovery exclu- 
sion,” before adjustment. 

(4) Reduce the figure in (3) by the recoveries in intervening years 
which were excludible. 


The taxpayer is entitled to recover tax-free the recoveries allocable to such 
prior year’s deductions and credits, until the aggregate of the recoveries 
equals the statutory “recovery exclusion” for that year, as adjusted.® 


6 Cf. G.C.M. 20854, supra note 2, since present rules patterned after the 1939 formula. 

7 Committee discussions stressed that the test should be “reduction of tax.” 

8 Section 22(b) (12) (D) defines “recovery exclusion” as follows: 
“(D) ... The term ‘recovery exclusion’... means the amount, determined in ac- 
cordance with regulations prescribed by the Commissioner with the approval of the Secre- 
tary, of the deductions or credits allowed, . . . which did not result in a reduction of the 
taxpayer’s tax under this chapter . . . or corresponding provisions of prior revenue laws, 
reduced by the amount excludible in previous years. . 


See also, Reg. 111, Sec. 29.22(b) (12), as amended by T.D. 5454. The importance of 
proof is illustrated in Valspar Corp., 5 TCM 1110 (1946), 1946 P-H T.C. Memo. Dec. 
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Special rules apply where items were partially deducted or credited in 
each of two or more years.® The portion not previously deducted or 
credited is, of course, received tax-free. However, each partial deduction 
or credit is treated as a separate section 22(b) (12) item, and any recovery 
is considered as applying first to the year in which the deduction did not 
reduce tax liability ; and if there were two or more taxable years in which 
the partial deductions resulted in no tax benefit, the subsequent recoveries 
are not averaged but are applied to each year in order, beginning with the 
latest. 

Since the deductions are regarded as having been the last ones taken, 
the result is that they are deemed to have resulted in tax benefit only to 
the extent income was not offset by other deductions not recovered. 
Further, in view of the grouping of recoveries and the offsetting of the 
“exclusions” by recoveries in intervening years, it is necessary that the 
net income be computed in each prior year, both with and without the 
aggregate deductions or credits of items subsequently recovered, in order 
to determine the true tax benefit or non-benefit. Also, in recent years, net 
operating loss carryovers and carrybacks may result in tax benefit in a 
year other than the year of deduction. When this situation exists, the 
order of deductions again becomes material. The rule seems to be that 
the part of the net operating loss deduction not attributable to recovered 
items is deemed to have been deducted first, and the recovered items 
allocable to deductions included in the net operating loss are regarded as 
having been deducted last. This means that if the net operating loss is not 
fully utilized, the part attributable to sections 22(b) (12) items would be 
recovered tax-free, in whole or in part.” 

Capital losses may also enter into the calculations. For example, where 
losses are subject to capital loss limitations, the amount disallowed as a 
deduction either because of percentage limitations or as a result of re- 
strictions in amount or where not carried forward, are deemed not to 
have been deducted, and consequently the recoveries are excluded. How- 
ever, if there is a capital loss carryover, the part, if any, attributable to 
bad debt ‘capital’ losses must be determined since it appears these losses are 
arbitrarily deemed deducted after regular capital losses. In other words, 
the excess of regular capital losses is treated as the first part of the carry- 
over utilized, with the result that if the full amount is not utilized the 
bad debt ‘capital’ losses would be recovered tax-free. This is important 


| 46,296, and Citizens Nat’l Bk. & Tr. Co., 4 TCM 703 (1945), 1945 P-H T.C. Memo. 
Dec. {| 45,242. In both cases the taxpayer failed to prove sufficiently non-benefit. 

® See supra note 8. 

10 Although the regulations are not specific on this question, the above analysis would 
appear to be consistent with section 22(b) (12) principles. 
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since the regulations specifically permit application of section 22(b) (12) 
to certain corporate obligations which, under section 23(k)(2), are 
treated as capital losses rather than as bad debts upon becoming worthless. 
A special rule covers any capital loss carryover, i.e., the recovery is con- 
sidered as a separate section 22(b)(12) item for the year in which the 
loss was incurred, not the year to which it was carried. However, the 
“recovery exclusion” must be reduced by the capital loss carryover which 
resulted in a reduction of tax liability in the succeeding year or years.” 

Whether the broadening of coverage by T.D. 5454 has the effect of 
altering the priority of deduction rules is still unsettled. However, since 
the regulations were prepared under an erroneous impression that only 
the original statutory items qualified for tax benefit relief, it is now 
arguable that there should be no order of deduction with respect to quali- 
fied recoveries regardless of their nature. 

It should also be noted that the tax benefit referred to in section 22(b) 
(12) is limited to taxes under Chapter One of the Internal Revenue Code, 
or prior revenue acts, other than section 102. This means that if the 
deductions or credits later recovered did not reduce the normal tax, the 
surtax, or the victory tax, but did reduce other taxes, such as the declared- 
value excess profits tax, the excess profits tax, the surtax on improper 
accumulations of surplus or the personal holding company tax, the re- 
coveries are excludible. An exception exists in cases where certain deduc- 
tions are allowable only for purposes of the surtax on improper accumula- 
tions or personal holding company tax. Recoveries attributable to such 
deductions are excluded for regular income tax purposes, but are includible 
to the extent of prior benefit in the computation of these other taxes.” 

Partnerships. The tax status under section 22(b) (12) of recoveries 
by a partnership is not too clear. Doubt exists because, while the partner- 
ship is not a taxable entity, it is treated separately from the individual 
partners for the purpose of computing the partnership income. Thus, 
initially the deductions are taken by the partnership rather than by the 
individual partners, although the tax benefit or non-benefit is refiected in 
the separate returns of the individual partners when they include their 
respective partnership earnings in gross income. Similarly, the recoveries 
come first to the partnership and, if not excluded in the partnership com- 
putation, would be reflected prorata in the gross income of each partner. 
In other words, our present scheme of taxing partnerships treats the part- 
nership as an accounting but not a tax-paying entity, with the rather 
obvious practical result that it is as if the individual partners each reported 

11 See Plumb, The Tax Benefit Rule Tomorrow, 57 Harv. L. Rev. 675, 692 (1944). 


12 Section 22(b) (12) (E) specifies rules applicable to section 102 and personal holding 
company tax. 
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his respective share of the partnership gross income and deducted his 
respective share of the deductions. 

The status of recoveries was passed upon by the Board of Tax Appeals 
in a case prior to the enactment of section 22(b)(12).%* In this case, the 
Board held that where in the partnership computation a deduction actually 
reduced the taxable income of the partnership, the subsequent recovery 
was includible in gross income even though the individual partners re- 
ceived no tax benefit from the prior deduction because of individual off- 
setting losses claimed on their separate returns. The Board used its own 
formula that ‘reduction of income’ rather than ‘reduction of tax’ is the 
test of tax benefit. Presumably, a recovery would be excluded if the 
partnership, as such, had a net loss without such deduction, even though 
the individual partners actually paid an income tax because of other sources 
of income in excess of the partnership net loss. 

Recent cases definitely indicate that the Tax Court has abandoned its 
test of tax benefit. It is now following the ‘reduction of tax’ test, as pro- 
vided in the regulations. Consequently, assuming the doctrine of tax 
benefits is to be applied to partnerships (there is no logical reason why it 
should not), it will apparently be necessary to determine whether a 
statutory tax benefit resulted to each individual partner on account of 
the partnership deductions subsequently recovered. It is the individual 
partners who, in effect, take the deductions and receive the recoveries in 
amounts corresponding to their respective partnership shares, although 
the mechanics involves the partnership as the accounting unit. 

It would seem the partnership situation differs from the individual case 
only in that the deductions are prorated through an accounting unit, with 
the possible result that some partner might have received tax benefit through 
tax reduction while others did not. Recoveries attributable to such deduc- 
tions should be excluded in the year of recovery to the extent an individual 
partner received no tax benefit from his prorata share of the deduction. 
Further, since recoveries are received by the partners in the same pro- 
portions in which the deductions were apportioned indirectly in prior 
years, it could not seriously be urged that the non-benefit of one partner 
is being utilized by another partner. Complications would exist in those 
cases where the percentage of partnership participation was changed or 
where new partners were admitted or old ones dropped out. In such cases, 
part of the recovery would probably have to be included in gross income 
to the extent different taxpayers were involved. 

The Board’s original rule should not be revived to cover partnership 





18 Robert A. Haughey, 47 B.T.A. 1 (1942); cf. Walter M. Marston, 41 B.T.A. 847 
(1940). See Note, 56 Harv. L. Rev. 137, 138 (1942). 
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cases. Its fundamental fallacy is that it causes a theoretical treatment 
of the partnership income as a separate and distinct unit of income, dis- 
regarding completely that all of the income of the individual partners, 
including partnership income whether or not distributed, is includible in 
the separate return of each partner. The ‘reduction of income,’ as dis- 
tinguished from the ‘reduction of tax’ test works an inequity because it 
presupposes benefit or non-benefit only to the extent of partnership income. 
Either the taxpayer or the Treasury may stand to lose under such a rule. 

A filiated Companies. The tax treatment to be accorded recoveries by 
affiliated companies filing consolidated returns is not specifically covered 
by the regulations. The situation is further confused because of the broad 
powers granted to the Commissioner to prescribe regulations relating to 
the filing of consolidated returns. There has been only one case involving 
the tax treatment of recoveries by affiliated groups; and in this case (Cor- 
poration of America**) the Tax Court left many questions unanswered. 
There the taxpayer was affiliated with a group of corporations which filed 
a consolidated return in 1930. Documentary stamp taxes were deducted 
in the year of consolidation, and later recovered in 1939. The affiliated 
taxpayer’s return preparatory to consolidation disclosed net income for 
the year 1930, although the affiliated group had a substantial net loss. The 
Tax Court held that the statutory test of tax benefit is “reduction of the 
taxpayer’s tax”; that the affiliated group was a single taxable unit; and, 
therefore, the recovery of such documentary stamp taxes qualified as a 
‘recovery exclusion’ under section 22(b)(12). Significantly, although 
the deduction and the recovery were by the same affiliate in this case, the 
offsetting losses of other affiliates caused the non-benefit which ultimately 
qualified the recovery for exclusion. 

This is the reverse of the case where the recovery is made by an affiliate 
other than the affiliate which took the deduction in a year in which no tax 
benefit resulted. Thus whether the decision, by implication, permits other 
corporations in the affiliated group to claim a ‘recovery exclusion’ attribu- 
table to one of the group prior to consolidation is an open question. It 
would appear that a different taxpayer makes the recovery in such case. 
Of course, it could be persuasively argued that since each affiliated com- 
pany makes a separate tax computation before consolidation of the aggre- 
gate net results takes place, the affiliate which took the deduction on a prior 
return and received no benefit therefrom is entitled to exclude the recovery 
in its separate computation preparatory to consolidating with other affili- 
ates. Similarly, where the prior deduction was taken by an affiliate on 
its return preparatory to consolidated filing and no tax benefit resulted, 


144 T.C. 566 (1945). 
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the subsequent recovery by a different affiliate should probably be excluded 
from the consolidated income on the theory that a different taxpayer is 
not involved, the affiliated group at all times remaining the sole taxing unit. 

The converse of this raises different problems. If the recovery is made 
by an affiliate at a time when it is filing a separate return, and it can be 
established that the deductions of this same affiliate resulted in non-benefit 
during a consolidated period, then the recovery should logically be ex- 
cluded from gross income. This should be the rule irrespective of the fact 
that technically the affiliate was only a member of the taxing unit during 
the consolidated period, whereas it is the sole taxpayer in the year of 
recovery. Let us assume, however, that the non-benefit in the prior year 
is due to offsetting losses of other affiliates rather than to the item of 
deduction which is later recovered, and at the time of recovery the affilia- 
tion has terminated so that a separate return is filed. This is perhaps the 
weakest case for the taxpayer. Here the non-benefit exists because of the 
offsetting losses of other affiliates within the taxing unit during the con- 
solidated period, with the result that different taxpayers are probably 
involved, although the affiliate making the recovery was a member of the 
sole taxing unit during consolidation. In this regard, it also appears that 
if a different affiliate makes the recovery after affiliation has terminated, 
a different taxpayer is involved, hence the recovery would not qualify for 
exclusion. 

Husband and Wife. The regulations do not specifically detail the treat- 
ment of recoveries by husband and wife filing joint or separate returns. 
However, it would seem proper to utilize the ‘recovery exclusion’ rules in 
cases where joint returns are filed both in the year of deduction and in the 
year of recovery, since the spouses are deemed the taxing unit under 
such circumstances. Accordingly, it would be immaterial which spouse 
was responsible for the non-benefit which qualified the recovery for ex- 
clusion, provided joint returns were filed in both years. 

Where a joint return is filed in the year of deduction but the recovery 
is made in a year where separate returns are filed, the husband and wife 
should probably divide the recovery exclusion in the proportion in which 
it was attributable to each on the joint return. But where the deduction is 
claimed on a separate return and the recovery is made in a year when a 
joint return is filed, the taxability of the recovery can be determined only 
by reference to the return of the spouse claiming the deduction. In this 
regard, it would not seem possible for the non-benefit on a separate return 
of one of the spouses to be utilized by the other spouse on a joint return 
for the purpose of claiming a recovery exclusion.*® 





15 See Plumb, The Tax Benefit Rule Today, 57 Harv. L. Rev. 129 (1943). 
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Trusts and Estates. Although, to date, there are no cases involving the 
tax status of recoveries by estates, trusts or the legatees and beneficiaries 
thereunder, tax benefit principles should logically apply. There are nu- 
merous possible combinations of fact. Ordinarily, the same general rules 
already discussed should apply, except where different taxpayers are 
involved. 

Where the deduction or credit is taken by the decedent and recovery is 
by his estate or heirs, or where the trust takes the deduction or credit and 
the beneficiary makes the recovery, or where the estate takes the deduction 
or credit and a testamentary trustee, legatee, or beneficiary receives the 
recovery, the tax status is in doubt. Technically, these situations involve 
more than one taxpayer. However, a fiduciary taxpayer rather than a 
so-called beneficial taxpayer is involved. Whether tax should be imposed 
under these circumstances is questionable, i.e., the beneficial recipient 
should be able to claim the non-benefit of the fiduciary taxpayer. How- 
ever, it appears that section 22(b)(12) is not broad enough to permit 
this. Of course, if it were shown that benefit would have resulted to the 
beneficiary or legatee had he, rather than the estate or trust, actually taken 
the deduction or credit, the recovery should no doubt be included in gross 
income. 


II. AppLicATION DENIED BY STATUTE, REGULATION OR CoURT 
DECISIONS 


Basis Adjustments: Depreciation, Depletion, Amortization. The tax 
benefit doctrine has been held inapplicable to excessive basis adjustments 
in the field of depreciation, depletion and amortization. This follows from 
the language of section 113(b) (1) (B), which provides that the basis shall 
be reduced by the amount “allowed,” but not less than the amount “allow- 
able” in prior years. 

This so-called “allowed or allowable” rule was initially intended to close 
a loophole after the enactment of the “allowable” rule in 1928, taxpayers 
had claimed less depreciation “allowable” in closed years than had been 
actually “allowed.” Although it is questionable whether there ever was a 
real loophole in favor of taxpayers under the “allowable” rule, it is quite 
apparent the present law unduly favors the Government in that the Com- 
missioner may require adjustments to basis for “allowed,” although 
admittedly unallowable deductions. 

The problem is this: Where items of depreciation, depletion or amorti- 
zation deducted in prior years are allowed or are not challenged on audit, 
and such deductions are in excess of the amounts properly allowable, 
should basis be adjusted to the extent not only of “allowable” but also 
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the excess allowed or not challenged where no tax benefit resulted there- 
from? The Commissioner has insisted that adjustment to basis is required 
under the statute irrespective of non-benefit. The propriety of this inter- 
pretation of section 113(b)(1)(B) was involved in the well known 
Virginian Hotel Corporation *® case, the principle of which was later 
followed as to depletion in the Douglas *' case. 

In the Virginian case the taxpayer took an admittedly excessive amount 
of depreciation in a year in which no tax benefit resulted from the deduc- 
tion. The Commissioner contended that since this depreciation was 
“allowed,” although admittedly not “allowable,” basis had to be reduced 
under a literal interpretation of section 113(b)(1)(B). The majority of 
the Supreme Court held that the depreciation, although admittedly ex- 
cessive and not allowable, if not challenged by the Commissioner, was 
“allowed” within the contemplated meaning of the statute. Four dissents 
were entered in which the tax benefit rule was stressed, and the Commis- 
sioner’s application of the phrase “allowed or allowable” criticized as 
exceeding its intended scope. 

The Commissioner is fully protected for any errors on audit, or for his 
failure (frequent in loss years) to challenge the amount of depreciation, 
depletion or amortization. He can insist upon adjustment whether or not 
the year is closed; and, in fact, is also permitted to increase “allowed” to 
“allowable” for adjustment purposes. The taxpayer, on the other hand, is 
required to adjust regardless of non-benefit. His error in judgment or 
mistake in fact, which has not cost the Government tax dollars, is no 
defense. These decisions have been utilized as the basis for writing an 
exception into T.D. 5454.** It provides that the tax benefit doctrine does 
not apply to “. . . deductions with respect to depreciation, depletion, 
amortization, or amortizable bond premium.” The Congress has failed 
fo remedy this inequitable situation. Section 113(b)(1)(B) should be 
amended to provide that basis is to be adjusted to the extent of deprecia- 
tion “allowed” (but not less than the amount allowable) except where an 
excessive “allowed” resulted in no tax benefit. The Congress should again 
consider this whole basis controversy, including the propriety of restora- 
tion to income of depletion in connection with advance royalties where no 
benefit resulted. 





16 Virginian Hotel Corp. v. Helvering, 319 U.S. 523 (1943), rehearing denied, 320 
U.S. 810 (1943). Followed in P. Dougherty Co. 5 T.C. 791 (1945). See Holman, 
Depreciation—Allowed or Allowable, 18 Taxes 145 (1940). Cf. Pittsburgh Brewing 
Co. v. Comm’r, 107 F.2d 155 (C.C.A.3d 1939) ; Kennedy Laundry Co., 46 B.T.A. 70 
(1942). 

17 Douglas v. Comm’r, 322 U.S. 275 (1944). See also, Mother Lode Co. v. Comm’r, 
317 U.S. 222 (1942). 

18 Supra note 5. 




















1948] THE TAX BENEFIT DOCTRINE REEXAMINED 339 


The exception in T.D. 5454, regarding amortizable bond premium, is 
of questionable validity since it appears to go beyond the applicable statute. 
A separate provision, section 113(b)(1)(H), governs such amortiza- 
tion. It provides that basis shall be reduced only to the extent of the 
“allowable” deductions. Since the word “allowed” is not used in this sec- 
tion, as it is in section 113(b)(1)(B), the “allowed or allowable” rule 
would seem to be inapplicable, with the result that only “allowable” 
amortization would reduce basis, except possibly where a tax benefit re- 
sulted from the prior deduction. Even in the latter situation, it is ques- 
tionable whether the statute supports an arbitrary basis adjustment of the 
excessive amount of bond premium amortization. However, it is possible 
that the Commissioner could successfully urge an equitable estoppel against 
taxpayers claiming deductions but resisting adjustment to basis in these 
cases. 

Securities Transactions. There have been two recent Tax Court cases 
indicating extension of the doctrine of tax benefit to basis adjustments in 
securities transactions. In the first case, Bertha A. Henry,” the taxpayer 
purchased bonds in 1925 for $5000 and claimed they were worthless in 
1935. Her return was not audited until 1937. However, in 1936 the 
corporation was reorganized and the taxpayer received for her old bonds 
$500 face value of new bonds and ten shares of stock. The Commissioner 
disallowed the 1935 claim of worthlessness and also disallowed the claim of 
a $4500 loss for 1936, representing the difference between the purchase 
price of the old bonds and the face value of the new. This, despite the fact 
that the loss, if allowed, would not have reduced taxable income, for the 
taxpayer had capital losses, other than the $4500 item, exceeding the $2000 
limit then permitted for capital losses. Then in 1941 the corporation 
redeemed the bonds at par and the taxpayer received $500. The ten 
shares of stock were also sold in 1941 for $99. A capital loss of the dif- 
ference between $599 and $5000 originally paid for the bonds was 
claimed on the 1941 return. The Commissioner, instead of allowing a 
capital loss, insisted that a taxable gain resulted equal to the difference 
between $599 and $187, the alleged value of the new bonds received at 
the time of the 1936 reorganization. 

The Tax Court refused to follow the Commissioner’s line of reasoning. 
It pointed out that the taxpayer had never received a tax benefit in any 
prior year, inasmuch as the Commissioner had consistently refused to 
recognize either a claim of worthlessness or a capital loss as a result of the 
reorganization. It was, it said, “substantive justice” to permit the tax- 
payer to carry forward the original cost of the old bonds and report the 
loss on this basis in 1941. 


197 T.C. 228 (1946). Cf. Exchange State Bank, 8 T.C. 721, (1947). 
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Although the Tax Court refused to commit itself as to whether tax 
benefit principles would control all such cases, the decision was significant. 
The opinion leaves unanswered the important question whether basis could 
be carried forward in a case where a capital loss or a claim of worthless- 
ness was allowed upon audit, but the allowance resulted in no tax benefit 
because of other offsetting losses or capital loss limitations. The “allowed 
or allowable” rule of section 113(b)(1)(B), as interpreted by the Su- 
preme Court, which formed the basis for the exceptions written into T.D. 
5454, has no application to basis adjustments of securities. Accordingly, 
if no basis adjustment is required where claimed deductions or capital 
losses are disallowed, a different rule should not obtain if no tax benefit 
resulted from the allowance. There is no substantive difference between 
the two transactions warranting opposite tax treatment. 

The second case, Maurice A. Mittelman,”° involved the question of tax 
benefit resulting from a stepped-up basis. The taxpayer in a taxable ex- 
change gave stock and cash in the amount of $18,399.71 for stock of two 
other corporations. The amount of cash was determined by a firm of 
accountants according fo an agreed formula. In determining gain, the 
basis was the cost of the stock transferred plus the cash paid. In a subse- 
quent year it was discovered that a $7,185.35 error in the cash computa- 
tion had been made, which cash was then returned to the taxpayer. The 
Tax Court held that since the basis for gain on the exchange had been 
erroneously increased by this amount, and consequently the taxable gain 
reduced, the taxpayer realized tax benefit to the extent of the amount 
recovered. Therefore, the recovery was taxable. This is the type of case 
where to do equity an adjustment should probably have been made in the 
prior year, if it was open, and at capital gain rates. 

These two cases, although involving novel applications of tax benefit 

rinciples, are significant to the gradual broadening of the doctrine. They 
indicate that the capital character of the deduction or adjustment does not 
preclude application of the doctrine. 

Successor Companies. Although section 22(b)(12) and the regula- 
tions do not specify how recoveries by a successor corporation of items 
previously deducted by a predecessor should be treated, it is now estab- 
lished that the successor may not claim the non-benefit of its predecessor 
to qualify the recoveries as exclusions. This is due to the restrictive 
language of section 22(b) (12) which limits the benefit of the rule to the 
“taxpayer.” That a successor corporation is not considered the same “tax- 
payer” as its predecessor was established by the Supreme Court in the New 
Colonial Ice Company * case. 
~ 207 T.C, 1162 (1946). 


21 New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934), involving denial of loss 
carryover to successor company. 
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The theory of taxability in such cases is that the deducted items have a 
zero basis in the hands of the predecessor, which basis is carried over to 
the successor. In this regard, the courts held, prior to the enactment of 
section 22(b) (12), that recoveries by a successor company were taxable 
regardless of non-benefit from the deductions to the predecessor, and 
irrespective of whether the reorganization was taxable or tax-free. The 
Tax Court has reiterated these principles in the Cooperstown” case, 
saying that codification of the rule of tax benefit has not affected them. 
There is a possible exception in cases where a transferee company making 
the recovery is deemed to continue the identity of its transferor. Few cases 
would fit this category, however. 

Whether this should be the rule is open to serious question. Certainly, 
if no tax benefit resulted, it is somewhat of a fiction to hold that a debt, for 
example, charged off as worthless in a prior year but recovered by a suc- 
cessor company, should be taxable because it has a zero basis. The cases 
prior to the enactment of section 22(b) (12) should no longer be decisive, 
and the only remaining questionable feature is whether a different “tax- 
payer” makes the recovery. In this regard, the existing rule ignores sub- 
stance completely by carrying the legal separateness of the successor and 
predecessor corporations to an extreme conclusion. If basis is still decisive, 
then for open years it would appear proper to insist that the deduction be 
reversed on the predecessor’s return, basis restored, and the successor 
permitted to exclude from gross income. Although section 22(b) (12) is 
premised upon exclusion or inclusion in gross income in the year of 
recovery, rather than reversal of deductions or credits in prior years, it 
would appear advisable to adopt the latter principle under certain specific 
circumstances such as in the case of successor-predecessor corporations. 
An amendment to section 22(b) (12) would be necessary to accomplish 
this. 

In this connection, an indication that the “different taxpayer” concept 
is weakening is furnished by the Central Hanover Bank & Trust Com- 
pany * case. In this case the Court decided that bad debts, charged off and 
deducted by the parent corporation in previous loss years, were non- 
taxable under section 22(b)(12) in the year of recovery by the parent 
even though ownership of the debts was temporarily in a wholly-owned 
subsidiary. The plaintiff bank, from 1931 to 1936 inclusive, had charged 
off bad debts which were claimed as tax deductions in the amount of 
$32,216,437.75, which to the extent of $23,316,688.51 resulted in no tax 


22 Cooperstown Corp. of Md., 4 TCM 819 (1945), 1945 P-H T.C. Memo. Dec. {| 45,264, 
cf. Michael Carpenter Co. v. Comm’r, 136 F.2d 51 (C.C.A.7th 1943), holding recovery 
of processing taxes taxable income to transferee. 

28 Central Hanover Bank & Trust Co. v. United States, 159 F.2d 865 (C.C.A.2d 1947). 
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benefit in view of substantial deficits in those years. In 1931 the bank 
organized The Tulsa Company, Inc. as its wholly-owned subsidiary and at 
various intervals transferred to Tulsa all loans then standing on the books 
which had been charged off as worthless or partially worthless. The trans- 
fer consisted of 299 loans aggregating a face amount of $14,645,555.80. 
The consideration paid by Tulsa was the book balance of the loans as 
carried on the bank’s books except in certain cases where the consideration 
exceeded the book balance. It was stipulated that Tulsa was created to 
engage in salvage operations, 1.¢., to realize what it could on the worthless 
or partially worthless debts transferred to it by the bank. After the 
transfer of various loans, Tulsa made recoveries which it included in tax- 
able income. However, in 1936 Tulsa was dissolved and all of its assets 
were transferred to the bank. Among these assets were 24 of the 299 loans 
originally transferred in the face amount of $3,415,196.92. After the 
retransfer the bank recovered $278,556.01 on these bad debts, designated 
as “Group B” recoveries in order to distinguish them from recoveries on 
bad debts which the bank had always retained. 

The Government coritended that the tax benefit rule had no application 
where bad debts were transferred to another and later retransferred to 
the taxpayer. However, the Court, after noting that Congress had, by 
enacting section 22(b)(12), recognized the hardship imposed on tax- 
payers in such situations, stated that the issue was narrowed to but one 
point, namely, did temporary ownership by Tulsa defeat the bank’s right to 
exclude the “Group B” recoveries from gross income. The Government, 
in urging denial of application of the tax benefit doctrine, stressed the busi- 
ness activities of Tulsa and claimed the nature and extent of such activi- 
ties established it as a separate taxable entity, citing Moline Properties v. 
Commissioner ** and National Investors Corporation v. Hoey.” It also 
contended that the transfers were sales within the meaning of sections 
111 to 113 inclusive of the Revenue Act of 1936. It argued that since a 
sale constitutes a tax event, requiring realization of the entire loss or gain 
consequent thereon, the bank forfeited its right to a redetermination of its 
original action by the temporary transfer of the bad debts to Tulsa. 

The bank, on the other hand, although recognizing that section 112 
would be operative if a gain or loss had resulted in the original transfer, 
contended that if the transfers were sales within section 112, a distinction 
is apparent since no gain or loss was realized by the transfer. It was 
stipulated the transfers were for salvage purposes only, and the loss was 
already fixed on the books of the bank prior to the transfers. The bank 


24 319 U.S. 436 (1943). 
25144 F.2d 466 (C.C.A.2d 1944). 
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claimed it was in precisely the same tax position at the time of recovery 
as if it had never made the transfers to Tulsa. The Court agreed with the 
bank’s reasoning and permitted the recoveries to be excluded from gross 
income. Significantly, the Court observed that the net result of refusal 
to permit exclusions would be to tax the losses sustained by the bank. 
This, said the Court, it was unwilling to permit in the absence of a clear 
direction by Congress or controlling decisions. 

The decision implies that if gain or loss were recognized on the original 
transfers, then recovery after a retransfer to the parent company would 
result in taxable income. However, it is arguable that even though gain 
or loss be recognized, the recovery after a retransfer is within the spirit 
of section 22(b) (12), since the net result of a refusal to permit the parent 
to exclude such recoveries from its gross income is to tax the losses sus- 
tained by it. It is at least open to question whether such transactions are 
separate so as to render inapplicable the tax benefit rule, particularly where 
the taxpayer realized no economic gain by reason of the transfer and 
retransfer. Even assuming such transactions are separate tax events, it 
seems reasonably clear that the economic results may be viewed in their 
entirety in determining whether the tax benefit doctrine is applicable, since 
the underlying purpose of such a doctrine is to tax only the economic gain 
resulting from a series of interrelated transactions. 

Duplicate Deductions. The tax benefit rule has been held to have no 
application in cases where the taxpayer claims a deduction in one year, 
and then, because the deduction did not reduce tax liability in the year 
claimed, seeks to claim the deduction again in a subsequent year when tax 
benefit will result. When this issue was first raised in the Fidelity & 
Deposit Company *° case, the Federal District Court held that a deduction 
of a bad debt in 1933, a loss year, under circumstances indicating doubtful 
ascertainment, did not prevent the subsequent deduction of the same item 
in 1935 when tax benefit would result. Section 22(b) (12) was held to 
apply under the circumstances to permit the taking of the deduction in 
a year when tax benefit would result. On appeal, however, the Circuit 
Court of Appeals reversed the District Court. Subsequently, the Tax 
Court also refused to apply tax benefit principles to attempted duplicate 
deductions. In one of these cases, Bank of Newberry, the Tax Court 
stated the underlying basis for denial of application of tax benefit prin- 
ciples to the field of deductions, as follows: 


. . . The tax benefit theory applied to recoveries on previously charged-off 
bad debts for the purpose of ascertaining the receipt of taxable income, has 


26 Magruder v. Fidelity & Deposit Co. of Maryland, 139 F.2d 751 (C.C.A.4th 1944), 
reversing 50 F. Supp. 817 (1943). 











344 TAX LAW REVIEW [Vol. 3: 


no application in determining allowable deductions which must be specifically 
provided for by statute." 


Thus, to the extent deductions are a matter of so-called “legislative 
grace,” these decisions no doubt reach the correct result, except, possibly, 
where the deductions were erroneously taken in the wrong year which 
was a loss year. The doctrine of equitable estoppel should not operate 
to prevent the taxpayer from claiming the deduction in the proper 
year under such circumstances. In this connection, it is of interest that the 
Commissioner at one time recognized applicability of the doctrine to de- 
ductions in G.C.M. 18525.”* 

Consistently with these principles the Tax Court recently refused to 
permit operation of the doctrine in reverse, 1.e., in favor of the Govern- 
ment. In a split decision, the Tax Court in the O’Meara * case ruled that 
section 22(b)(12) relates only to the exclusion of income items, not to 
the exclusion of valid deductions otherwise available to the taxpayer. 

Bond Discount. Special rules govern the tax treatment of bond dis- 
count. The issuing corporation is permitted to deduct the net discount 
pro rata over the life of the bonds. But if prior to maturity or at maturity 
the corporation which issues the bonds at a discount repurchases, or other- 
wise acquires, the bonds at a price less than the issuing price plus the 
amount of previously deducted discount, the difference must be included 
in gross income; or if the acquisition price is more than the issue price 
plus the deducted discount, the difference is a deductible expense. 

In this connection, G.C.M. 22163 *° provides that previously amortized 
bond discount must be taken into consideration, as either increasing the 
income or reducing the expense upon repurchase, irrespective of whether 
the deductions of such discount pro rata over the life of the bonds resulted 
in any tax benefit to the issuing corporation. This ruling, however, was 
promulgated in 1940 prior to the enactment of section 22(b)(12), as 
extended by T.D. 5454. Accordingly, there is considerable doubt as to its 
propriety at the present time since the tax benefit doctrine could un- 
doubtedly be applied in this situation. That excess payments are allowed 
as expense deductions should not prevent the recoupment of the discount 
previously deducted without tax benefit from being treated as ‘recovery 
exclusions,’ since in one case deductions are involved as to which tax 
benefit is inapplicable, whereas in the other case items of income are in- 


27] T.C. 374, 376 (1942) emphasis supplied; First Nat’l Bank, Montoursville, Pa., 
1 TCM 602 (1943), 1943 P-H T.C. Memo. Dec. J 43,079. 

28 1937-1 Cum. Butt. 80. Cf. First National Bank, Phillipsburg, Pa., 43 B.T.A. 456 
(1941). 

29 Maurice P. O’Meara, 8 T.C. 622 (1947). 

80 1940-2 Cum. Butt. 76, 80. 
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volved which are covered by the doctrine. This question, however, has 
never been tested in the courts, and the ruling has never been revoked or 
modified. 

Reserve Method of Bad Debts. Existing regulations under section 22 
(b) (12) preclude taxpayers using the reserve method of deducting bad 
debts from the benefits therefrom. The applicable regulation provides, in 
part, as follows: 


The term ‘section 22(b)(12) items’... means .. . items subject to the 
rule of exclusion, for which a deduction or credit was allowed for a prior tax- 
able year. If a bad debt was previously charged against a reserve by a taxpayer 
on the reserve method of treating bad debts, it was not deducted, and it is 
therefore not considered a section 22(b) (12) item. 


It is true, of course, that taxpayers using the reserve method do not 
deduct specific bad debts. These are charged to the reserve and the annual 
addition constitutes the deduction. But this accounting procedure does 
not negative application of tax benefit principles. There is serious doubt 
as to the validity of this regulation. Unfortunately, the Tax Court in the 
Ohio Loan * case was not required to state its position as to its appli- 
cability to the reserve method. Nor was the Tax Court required to pass on 
the validity of this regulation in the recent M & E Corporation * case. 

The question in that case was whether the unused balance in a reserve 
for bad debts built up by deductions which did not offset taxable income, 
was taxable as income when taken down. This could happen on account 
of liquidation, change of accounting methods as well as under other cir- 
cumstances. The amount which the Commissioner added to income did not 
represent a recovery upon any debt previously charged against the reserve ; 
it represented rather the final balance in the reserve against which no 
specific debt had ever been or ever would be charged since the need for the 
reserve had terminated. The Tax Court said: 


. we need not decide whether or not it is a proper regulation since it was 
not designed to cover and does not cover a case like the present. . . . The 
tax-benefit rule has as much application in such a situation as in any other. 
The petitioner has been able to show that deductions taken by it to build 
up this balance did not result in a reduction of tax except as to $40.07 
thereof, and, under the Dobson principle, only $40.07 would represent taxable 
income... .™ 


Sufficient doubt as to the validity of this regulation is indicated by 
these cases, together with the decisions in cases involving section 711 


81 Ohio Loan & Discount Co., 3 T.C. 849 (1944). 

827 T.C. 1276 (1946). Cf. Fairbanks Morse & Co. v. Harrison, 63 F. Supp. 495 
(N. D. Ill. 1945). 

837 T.C. 1276, 1279-1280 (1946). 
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(a) (1) (E), hereinafter discussed, to warrant taxpayers using the reserve 
method to claim the benefits of section 22(b)(12). Certainly, if the 
reserve method is to be recognized under section 711(a)(1)(E) it should 
similarly be recognized under section 22(b)(12) since the legislative 
backgrounds and basic purposes of the two sections are substantially 
identical. 


III. Excess Prorits Tax TREATMENT OF RECOVERIES 


Since items which qualify as ‘recovery exclusions’ under section 22(b) 
(12) as extended by T.D. 5454, &re excluded from normal tax net income, 
which was the starting point in the computation of the excess profits tax, 
such items were automatically excluded from excess profits net income. 
However, where a tax benefit was derived from the prior deduction or 
credit, certain recoveries were subject to excess profits tax because they 
were includible for normal and surtax purposes under the statute. Only 
bad debt recoveries were specifically excluded from excess profits net 
income under section 711(a)(1)(E). This section provides that in de- 
termining excess profits net income, recoveries of bad debts are excluded 
if a deduction for the bad debts was allowed in any taxable year prior to 
January 1, 1940. 

The legislative purpose for such an exclusion is recognition that such 
debts have no real relation to operations of the current year but repre- 
sent, in effect, earnings of years for which there was no excess profits 
tax. Just why this relief section was limited to bad debt recoveries has 
never been clarified. If the declared reason was sound in the case of bad 
debts it formed an equally logical basis for giving the same relief to other 
recovered items. They, too, had no real relation to operations of the cur- 
rent year; but represented, in effect, earnings of non-excess profits tax 
years. It is probably too late now to do anything about this rather obvious 
legislative error. 

Application of this principle is illustrated by the recent Beneficial In- 
dustrial Loan * case. This case involved recoveries during a consolidated 
period of a section 204 insurance company and its 250 subsidiaries. The 
question was whether recoveries in the net amount of $130,785.90 on 
claims paid by the insurance subsidiaries prior to 1940 constituted “income 
attributable to the recovery of a bad debt,” which, under section 711(a) 
(1) (E), should be excluded from excess profits net income for the taxable 
year 1940 “if a deduction with reference to such debt was allowable from 
gross income for any taxable year beginning prior to January 1, 1940.” * 


84 Beneficial Industrial Loan Corporation, 7 T.C. 1019 (1946). 
857 T.C. 1019, 1028 (1946). 
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The Commissioner argued against the exclusion, as follows: 


The recoveries of losses paid by the insurance subsidiaries constitute ‘salvage,’ 
within the meaning of section 204(b) (6) of the code, which serves to reduce 
the amount of ‘losses incurred’ during the taxable year. They are not re- 
coveries of ‘bad debts.’ Section 33.31(a)(12) of Regulations 110 provides 
that ‘the consolidated excess-profits net income shall be the consolidated 
normal-tax net income increased or decreased, as the case may be, by the con- 
solidated section 711(a) adjustments’; and section 33.31(a) (13) defines the 
consolidated section 711(a) adjustment as ‘the net amount of the aggregate 
adjustments provided by section 711(a)(1) . . . computed and determined 
in the case of each affiliated corporation . . . in the same manner and subject 
to the same conditions as if a separate return were filed... .’ Then. . 
the loan subsidiaries have no bad-debt deductions because they are indemnified 
by the insurance subsidiaries ; and when the insurance subsidiaries pay claims 
under their indemnity contracts, they obtain deductions, not for ‘bad debts’ 
but for ‘losses incurred’ as defined in section 204(b) (6) of the code. There- 
fore, . . . neither the loan subsidiaries nor the insurance subsidiaries would 
have deductions for bad debts in separate returns; that consequently neither 
would make recoveries of bad debts ; and that the regulations prevent a differ- 
ent treatment in filing the consolidated return.** 


The Tax Court thought this argument extremely :echnical; to sustain 
it “We should have to close our eyes to the practical aspects of the situa- 
tion.” The Court observed that credit insurance is by its very nature “bad 
debt” insurance ; and, although intercompany credit insurance serves some- 
what the same purpose as a bad debt reserve, it held that the deductions 
which the insurance subsidiaries take are deductions which are allowabie 
“with reference to such debts” within the scope of section 711(a)(1)(E). 

Similarly, recoupments of ‘salvage’ allocable to surety or fidelity losses 
charged off in pre-1940 tax years by an insurance company, other than life, 
should be excluded from excess profits net income since, as a matter of 
established law, a debtor-creditor relationship is created by paying the 
surety or fidelity loss, 1.e., subrogation or indemnification rights, express 
or implied, result to the insurance company. Therefore, the fact that such 
loss payments are deducted as ‘losses incurred’ under section 204(b) (6), 
does not alter the basic character of the transaction so as to prevent ‘sal- 
vage’ recovery from being excluded under section 711(a)(1)(E). It 
should also be noted that ‘salvage’ recoveries are excludible by section 204 
insurance companies under section 22(b)(12) where no tax benefit re- 
sulted from the ‘incurred losses’ deductions. It is no longer necessary to 
establish a debtor-creditor relationship out of which ‘salvage’ results in 
view of the extension of section 22(b) (12) by T.D. 5454." 

867 T.C. 1019, 1028-9 (1946). 


87 See Tye, Federal Taxation of Insurance Companies and Their Problems, 21 Taxes 
654 (1943), for extended discussion of tax benefit rules available to insurance companies. 
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The availability of section 711(a)(1)(E) in the case of taxpayers 
using the reserve method of deducting bad debts has been resolved by the 
courts favorably to the taxpayer. Initially, the regulations denied applica- 
tion of this section if the reserve method of bad debts was used. Since the 
section 22(b)(12) regulations similarly denied application of tax benefit 
principles to the reserve method of deducting bad debts, recoveries, irre- 
spective of prior non-benefit, might find their way into excess profits net 
income, regardless of whether the taxpayer followed a consistent account- 
ing practice of including bad debt recoveries in gross income or, in the 
alternative, crediting the recoveries to the reserve. 

The first method was ruled on by the Tax Court in the Johnson Lumber 
Company ** case. There a reasonable addition to the reserve was deducted 
each year and, as debts were ascertained to be worthless, they were charged 
against the reserve. Recoveries, however, were added to gross income 
and not reflected in the reserve. The Tax Court held that where the 
recoveries were actually included in gross income section 711(a) (1) (E) 
applied. It said: 





. . . . Bad debt recoveries of a taxpayer using the reserve method may prop- 
erly be accounted for regularly and consistently as gross income for the pur- 
pose of computing taxable net income.*° 


After this decision, T.D. 5421 *° was issued. It amended the regulations to 
permit limited adjustment under the reserve method where recoveries 
were consistently reported as gross income. 

The Commissioner, however, continued to deny availability of section 
711(a)(1)(E) in cases where the recoveries were credited to the reserve 
rather than included in gross income. The Commissioner lost again in the 
Boyd-Richardson Company“ case. There the recoveries were reflected 
in the reserve rather than reported directly as gross income. The tax- 
payer reduced the deduction it would otherwise have taken by the amount 
of the recoveries. The Tax Court held that the recoveries should be 
excluded from excess profits net income since net income would be the 
same regardless of the accounting method followed. The Commissioner 
has acquiesced to this decision. 

The most recent case involving the reserve question, is Zellerbach Paper 
Company.*® There the Tax Court held that cash payments on receivables 
which had been written off prior to 1940 under the reserve method, could 
be excluded under sections 711(a)(1)(E) and 711(a)(2)(H), because 
they were attributable to the recovery of bad debts. 


88 J, F. Johnson Lumber Co., 3 T.C. 1160 (1944). 
89 3 T.C. 1160, 1163 (1944). 

40 1944 Cum. Butt. 397, 

415 T.C. 695 (1945). 

428 T.C. 511 (1947). 
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IV. War Loss RECOVERIES 


War loss recoveries are separately covered under section 127, also 
enacted in 1942.** Differing from section 22(b) (12), wherein each prior 
taxable year is treated as a unit, section 127 groups all allowable deduc- 
tions for all prior years, with the result that a taxpayer may recover tax- 
free an amount equal to the aggregate of war losses which were allowable, 
but which were not actually claimed or allowed, plus the aggregate of 
deductions which were claimed or allowed, but which did not reduce any 
tax under Chapter One of the Internal Revenue Code, less any recoveries 
made in intervening years.** 

Section 127(c)(1) states the general rule that recoveries shall be 
included in gross income to the extent provided in section 127(c) (2). 
It should be noted that only the word ‘recoveries’ is used, although this 
may consist merely of repossession of the same property, or the restoration 
of value of an interest in property, or the recovery in cash or kind as 
compensation for the loss or destruction of property. Also, this section 
covers not only money or property previously deducted as a war loss, but 
also money or property deemed seized or destroyed in a prior taxable year, 
irrespective of whether a war loss deduction was claimed or allowed. 

Section 127(c)(2) determines the amount, if any, to be included in 
gross income. The present rule is that the aggregate of money and the 
fair market value (not the adjusted basis) of property as of the date of 
recovery is the amount to be included in gross income where tax benefit 
resulted from the prior deductions. Since the original cost basis, as 
adjusted, is disregarded and the fair market value arbitrarily substituted 
as the amount of the recovery, it is important that care be exercised in 
determining the date of recovery. This is especially important because the 
date of recovery not only fixes the time of valuation but also the year in 
which the recovery is to be included in gross income. Where allowable 
war losses were not claimed or allowed, the recoveries are tax-free; and in 
determining the order of recoveries, they are considered first on account of 
allowable losses not claimed as deductions, and then on account of war 
losses allowed but which resulted in no tax benefit. 

The actual mechanics of the computations is as follows: Section 127 
(c)(2) divides the aggregate deductions into two classes: (1) where no 
tax benefit resulted, and (2) where tax benefit did result. All recoveries 
up to but not in excess of the aggregate war losses not allowed as deduc- 


48 Special legislation was enacted at the outset of World War II, to eliminate uncer- 
tainties resulting from United States v. White Dental Co., 274 U.S. 398 (1927), decided 
after World War I. 

44 See Tarleau, Recovery of War Losses—Tax Effects, 80 J. Accountancy 168 (1945). 
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tions are summarily excluded from gross income. The recoveries in the 
first class are also excluded, but any excess is thrown into the second class 
as ordinary income until such excess equals the aggregate of war losses 
which did result in tax benefit. After the aggregate of recoveries exceeds 
both classes of allowable deductions, the excess is considered as gain upon 
involuntary conversion of property, recognized or not under section 
112(f). The gain, if recognized, is ordinary income unless, under section 
117(j), it is treated as long term gain. 

Since section 22(b)(12) items are deemed the last deductions taken, 
presumably the order of deductions forces section 127 items to be deducted 
before section 22(b)(12) items. Lack of correlation between the two 
sections has created administrative complications in this regard, as well 
as potential inequities to taxpayers. Similar difficulties exist in cases of 
carryover and carryback, since section 22(b)(12) items are treated as a 
unit for each year whereas war loss items are grouped in the aggregate 
for all prior years. It should also be noted that no exception is made for 
the tax under section 102. Consequently computations must be made for 
every tax under Chapter One to which the taxpayer was subject in the 
years of deduction, including computations in any case where a tax was 
imposed “in lieu” of a Chapter One tax. It is quite apparent.that there is a 
need for correlation between section 127 and section 22(b) (12).* 





CoNCLUSION 


It is apparent that the tax benefit doctrine has reached maturity and 
that it is entitled to a place in our system of taxation, which has gradually 
but surely modified the concept of annualization of income as being un- 
serviceable to reflect the economic results of whole transactions. We have 
acquired reasonable uniformity of application under rules laid down by 
the regulations. These rules are cumbersome in their theoretical applica- 
tion and could be simplified. In addition, consideration should be given 
to coordinating section 22(b)(12) with section 127; and there should 
probably be some correlation between the tax imposed upon recovery and 
the tax benefit realized in prior years. This could be accomplished either by 
reversing deductions or credits in open years or by collecting in the current 
year the same amount of tax as was saved in the prior year. Rate fluctua- 
tions from year to year would not then be a factor. Since the doctrine has 
had a crazy-quilt development, serious study should now be given to its 
potentialities to the end that its coverage and application may be adequately 
and equitably defined. 


45 Cf. Report of Tax Committee of the National Trade Council on War Loss Recoveries 
(1945). 

















The Basis Of Property Shall Be The Cost 
Of Such Property: How Is Cost Defined? 


MAURICE C. GREENBAUM 


‘ee primary question facing the taxpayer in computing gain or loss 
on the disposition of property is the establishment of its tax basis. Whether 
or not a capital asset is involved, every determination of gain or loss is 
dependent upon the correlative determination of basis. The Internal 
Revenue Code provides a disarmingly simple touchstone for what is 
generally assumed to be the uncomplicated situation : 


The basis of property shall be the cost of such property: except that—* 


In the twenty-two exceptional cases which follow this basic premise, 
a specific value in point of time or a substituted basis derived from another 
party is provided.’ But it is too often assumed that if a case does not 
fall within one of the statutory exceptions, the basis determination be- 
comes automatic. Even in most of the exceptional cases (as where a 
substituted basis is derived from a donor, grantor, transferor, etc.), the 
final computation necessarily leads back to a determination of “cost” to 
the party whose basis is determinative. The succinct starting point— 
“the basis . . . shall be the cost”—is simple in statement, but not always 
so simple in application. While there are many complexities in “adjust- 
ing’’ the cost figure to arrive at a final determination of gain or loss, this 
discussion is addressed solely to the more fundamental question of the 
meaning of the term “cost” as found in section 113(a). Despite the prime 
importance of an initial determination of cost, the answer to this funda- 
mental question is not to be found in the Code. Moreover, the adminis- 
trative and judicial construction given to the term has been far from 
consistent. 

A uniform treatment of the term “cost” by the courts is lacking, as is 
evident from the most cursory examination of the cases. Long before the 


Maurice C. GreensAuM (Wayne University, A.B., University of Michigan Law 
School, LL.B., New York University School of Law, LL.M. in Taxation) is a former 
Graduate Editor of the Tax Law Review and a member of the New York and Michi- 
gan Bars. 

1T.R.C. § 113(a). 

2T.R.C. §§ 113(a) (1)-113(a) (22). The general thread of thought woven throughout 
the statutory exceptions is to preclude a stepped-up basis where the property was acquired 
in a so-called tax-free exchange. See, 3 MERTENS, Law or FeperaL INcoME TAXATION 
§§ 21.01-21.02. 
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enactment of the modern income tax the courts were struggling with this 
question of interpretation, but it was recognized at an early date that 
“cost” and “market value” are not synonymous.* This distinction was 
embodied in section 113 as originally enacted in 1919; fair market value 
was provided as the basis for pre-1913 property, and cost as the basis 
for property acquired after 1913. The committee reports on the Reve- 
nue Act of 1919, however, are silent on the meaning of the word “cost” 
as used in section 113(a), so that no support for any argument can be 
gleaned from that source.° 

The aura of uncertainty surrounding the meaning of the term has been 
productive of varying judicial expressions, many of which have lent con- 
fusion rather than clarity. In an effort to reach some understanding of 
the term, an analysis will be attempted of the more elemental situations 
in which it is necessary to have a clear comprehension of the precise 
meaning of cost. 


PURCHASE OF PROPERTY 


The acquisition of property for a specific amount of cash or its equiva- 
lent generally gives rise to little difficulty in making a cost determination 
upon the subsequent disposition or for purposes of computing deprecia- 
tion. Generally speaking, the term “cost” is taken to mean the value of 
the property parted with in exchange for the item purchased. In a pur- 
chase for cash no valuation problem as to the property parted with is 
presented; the determination is generally thought to be a purely arith- 
metical problem.® As a corollary proposition it is equally well grounded 
that generally there is no realization of income upon the purchase of 


3In Goodwin v. United States, 10 Fed. Cas. 625, 627 No. 5,554 (C.C.D.Pa. 1811) Jus- 

tice Washington, in construing a statute imposing customs duties, stated: 
“. . « the whole case turns upon the legislative meaning of the word cost—the district 
attorney contends that it is synonymous with value, or market price; and the importer 
that it means the price they cost the individual at the place of exportation. The term is 
certainly of equivocal meaning and is sometimes used to express the value of a thing and 
sometimes the price paid for it . . . what then constitutes the actual cost of an article at 
any particular place ... ? The answer is, the price given and every charge attended the 
purchase. . . . What is the meaning of market price, or value of an article... ? The 
answer is, the price at which such articles are sold and purchased. . 

# Revenue Act of 1918, Sec. 113. I.R.C. § 113(a) (14), however, now provides that the 
basis for computing gain on property acquired before March 1, 1913 shall be the cost 
or market value on that date, whichever is greater. But the basis in determining Joss is 
cost or other basis, without reference to the 1913 market value. See Reg. 111, Sec. 
29.113(a) (14)-1. 

5 H.R. Rep. No. 767, 65th Cong., 2nd Sess. (1918); Sen. Rep. No. 617, 65th Cong., 
3rd Sess. (1918) ; H.R. Rep. No. 1037, 65th Cong., 3rd Sess. (1919). 

6 There are, of course, other factors which enter into the final computation of gain 
other than the elementary cost determination. It is assumed throughout this entire dis- 
cussion, however, that all adjustments required by § 113(b) have been made and that we 
are dealing with “adjusted cost.” 
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property at a price below the readily identifiable market value.’ Similarly, 
an overpayment by the purchaser does not result in a recognizable loss.* 
The purchaser in such situations makes either a good or a poor business 
investment, but the determination of gain or loss on the transaction must 
await the date of sale or other disposition. The foregoing, however, 
presupposes dealing in a free market where the parties trade with each 
other at arm’s length. If the circumstances are such as to indicate that 
the sales price was determined by other than market considerations, ¢.g., 
a donative or compensatory intent, the cost would be the market value 
at the time of purchase, and the differential existing at that time would 
be either a gift or compensation for services.° 

But even in the countless acquisitions of property for a stated amount 
of cash there can be a multitude of “cost” problems which may prove 
difficult of solution. A problem frequently arises in determining the 
various elements to be considered as part of the cost of a given item of 
property. In United States v. Rogers*® the taxpayer had purchased im- 
proved realty to be used as his residence, paying $55,000 therefor; the 
property was bought in 1920 and in subsequent years he made further 
improvements totalling approximately $71,000, for a total cost of 
$126,790. In 1929 it was discovered that the residence had deteriorated 
because of the destructive effect of termites, and the building was razed. 
The loss occasioned by the razing was disallowed on the ground that the 
damage from termites or dry rot is not a sudden occurrence so as to come 
within the meaning of “other casualty” in section 23(e) (3) of the Code. 
The property on which the razed house had stood was sold in 1930 for 
$150,000, and the taxpayer asserted a cost basis of $126,000—the original 
purchase price plus the cost of the improvements. As an alternative con- 
tention, he asserted that the loss resulting from the razing of the residence 
be allowed. The Commissioner contended that he was entitled to neither 
an allowance of the loss nor a basis representing both the land and the 
building, and the Circuit Court of Appeals for the Ninth Circuit agreed. 


7 Poncin Corporation, 27 B.T.A. 328 (1932) ; William G. Means, 29 B.T.A. 590 (1933) ; 
I.T. 1285, I-1 Cum. Buti. 365. See, Macitt, TAXABLE INCOME 138 et seg. (1945). The 
term “bargain purchase” as used herein will not refer to this type of transaction. 

8 Grigsby v. Comm’r, 87 F.2d 96 (C.C.A.7th 1937) ; Symington & Son, Inc., 35 B.T.A. 
711 (1937) ; O.D. 851, 4 Cum. Butt. 179. But cf. O.D. 555, 2 Cum. Butt. 130. 

® McDonald, 28 B.T.A. 64 (1933) (excess over market value held a gift) ; Majestic 
Securities Corp., 42 B.T.A. 698, aff’d, 120 F.2d 12 (C.C.A.8th 1941) (excess over market 
value was paid for “purpose other than acquisition of securities”) ; Pennsylvania Indem- 
nity Co., 30 B.T.A. 413 (1934), aff'd, 77 F.2d 92 (C.C.A.3d 1935) (excess over market 
paid to wholly owned subsidiary to bolster financial condition) ; New Hampshire Fire 
Insurance Co., 146 F.2d 697 (C.C.A.1st 1945) (excess over market paid to employees 
for company stock to “keep faith” and as good business practice). 

10120 F.2d 244 (C.C.A.9th 1941). 
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The controversy centered about the proper manner of establishing the 
basis to be used as an offset to the $150,000 realized in 1930, which in 
turn depended upon what was really sold. The Court reasoned that if the 
vendor of the property was selling only the land on which the razed resi- 
dence had stood, then he would not be entitled to use the cost of the land 
and building. If, on the other hand, the land and the razed house were 
being sold, the cost of the house could be added to the cost. In holding that 
the cost of the building could not be added to the basis, the Circuit Court 
stated : 





. . the latter section [113(a)] says such basis is the ‘cost of such property.’ 
What property? It is the property sold. What property was sold? It was a 
parcel of land with certain improvements, but without a house. The cost of 
such property is the amount fixed by the Commissioner and we think that 
determination is right. . . .7 


The result reached by this Court seems unduly harsh in the light of the 
particular facts. If the residence had been sold without first having it 
razed, and the price reduced in an amount equal to the cost of razing, there 
would be no question but that the seller’s cost would have been $126,000, 
the total cost of land and building. Similarly, if the building had not been 
completely razed, if some small portion had been left intact, the Commis- 
sioner would hardly be able to claim that only the portion of the total cost 
of the building allocable to what was left standing was available as the cost 
basis to the seller. If Mr. Rogers had rebuilt his residence after razing 
the old structure, having had the intent to rebuild at the time he demolished 
the old residence, the cost of the old structure would be added to the cost 
of the new on the theory that there was a single continuing investment in 
a residence.*” From the view of the realities of the situation, the taxpayer 
should have been allowed the higher cost; there was a liquidation of an 
investment in a residence and it would seem that the total outlay should 
be taken into account before he could truly be said to have realized a 
gain.** 

11 Jd. at 247. 

12 Comm’r v. Appleby Estate, 123 F.2d 700, 702 (C.C.A.2d 1941): 


“ . . but if the purpose of demolition is to make way for erection of a new structure, 
the result is merely to substitute a more valuable asset for the less valuable and the loss 
from the demolition may reasonably be considered as part of the cost of the new asset.” 
Accord, American Colortype Co., 10 B.T.A. 1276 (1928) Acq. These cases seem to 
turn upon the intent of the property owner at the time of demolition; if he intends to 
rebuild a new structure, the adjusted cost is added to the cost of the new building. If 
he does not have the requisite intent, there is no carryover of cost to the new building. 

18 Cf, Belle Isle Creamery Co., 14 B.T.A. 737 (1928) (cost of houses removed to 
another lot); Comm’r v. F. P. E. Noteholders, 157 F.2d 982 (C.C.A.6th 1946) (cost of 
property bid in at “scavenger sale”). 
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Encumbered Property. The cost of property which is subject to an 
encumbrance has presented many problems of relative difficulty. If in 
connection with the acquisition of property, the purchaser personally 
assumes a mortgage obligation, his cost would clearly seem to include the 
face amount of the mortgage.** The same result follows where the 
acquisition is consummated by means of a purchase money mortgage. In 
both instances the obligation of the purchaser constitutes additional con- 
sideration which is included in the total cost of the property. A distinction 
had been suggested, however, in those cases where property was acquired 
subject to a mortgage for which the purchaser or acquiring person 
assumed no personal liability. The possibility of such a distinction has 
been dispelled by the recent decision of the Supreme Court in Crane v. 
Commissioner.*® 

Although the Crane case involved the question of the basis of devised 
property under section 113(a) (5), the rationale of the opinion is equally 
applicable to property acquired by purchase or exchange. The taxpayer 
in the Crane case had argued that the cost of the property was limited to 
her equity therein and that the amount realized on the sale of the property 
was the amount of cash received, without consideration of the face amount 
of the mortgage which was still an encumbrance. She conceded that the 
result would be otherwise had she been liable on the bond. But the Court 
expressly repudiated this distinction, and Vinson, C. J., writing for the 
majority of the Court, stated that she was the “owner” of the property 
and was as effectively benefited by the purchaser’s taking the property 
subject to the mortgage as if she were personally liable.** 

The dissenting opinion by Mr. Justice Jackson regarded Mrs. Crane’s 
equity in the property as the true property interest which she had received, 
and submitted that the amount realized was confined to the cash proceeds 
of the sale, or at least that there were sufficient facts to support that finding 
by the Tax Court. The dissenting opinion pointed out : 


The mortgage debt was simply a subtraction from the value of what she did 
receive, and from what she sold. . . . She acquired a property right equiva- 
lent to an equity of redemption and sold the same thing.’* 


The Court did not confine itself to the narrow question in the case but 


14 United States v. Hendler, 303 U.S. 564 (1938). 
15 331 U.S. 1 (1947). 
16 Jd. at 14: 


“We are rather concerned with the reality that an owner of property, mortgaged at a 
figure less than that at which the property will sell, must and will treat the conditions 
of the mortgage exactly as if they were his personal obligations. If he transfers subject 
to the mortgage, the benefit to him is as real and substantial as if the mortgage were 
discharged, or as if a personal debt in an equal amount had been assumed by another.” 


17 Jd. at 16. 
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sought to provide a consistent analysis of the “cost” of property taken 
subject to a mortgage, the basis for depreciation of such property, and the 
“amount realized” when disposition is made of such property. The tax- 
payer did not quarrel with the position that the basis for depreciation and 
the basis for computing gain or loss were the same; ** the dispute was on 
the fundamental question of what “property” was acquired by Mrs. Crane 
and the “amount realized” when she disposed of that property. The 
result reached by the Court on these points was prompted in large part 
by the answer that was sought with reference to the proper basis for 
depreciation. The Bureau practice of long standing has been to allow 
depreciation on the basis of the equity plus the amount of the mortgage, 
and there was a desire to avoid upsetting this administrative policy. 
Furthermore, if Mrs. Crane’s property interest were only an equity, the 
depreciation of such an interest would involve burdensome accounting 
problems of a continuing nature. 

The result reached by the Court is probably a desirable one in the light 
of the past development of the law of mortgages and is in accord with the 
general views of tax practitioners. From the standpoint of the logic of 
the case, however, there is considerable difficulty in accepting the proposi- 
tion stated by the majority that the “owner” of property ‘is benefited to 
the same extent as if money were transmitted when a mortgage, for which 
the owner is not personally liable, remains a charge on the property. The 
difficulties that arise in determining the cost of encumbered property stem 
from the legal fiction that the mortgagor is always the “owner” of the 
property, despite the equitable interest therein which is lodged in the 
mortgagee. To use the mortgagor’s equity alone as the basis for deprecia- 
tion results in an unrealistic recoupment of capital, as was pointed out in 
the Crane case, but to avoid that result by concluding that a mortgagor- 
owner who is not personally liable for the debt is purchasing more than 
equity, might also be deemed unrealistic. Unfortunately, the develop- 
ment of tax law with reference to mortgage transactions has been dis- 
connected. Despite objections that might be raised to a particular portion 
of the Crane decision, it represents an answer to one question of the “cost” 
of mortgaged property, which is a part of a possible unified pattern. In 
that respect it is a worthy contribution to tax jurisprudence. 

Apportionment of Cost. Where property is bought for a lump sum 
and is subsequently disposed of in small units. which are a part of the 
whole, other subsidiary cost problems are created. The cost could be 
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18 T.R.C. § 114(a): 


“The basis upon which exhaustion, wear and tear, and obsolescence are to be allowed 
in respect of any property shall be the adjusted basis provided in section 113(b) for the 
purpose of determining the gain upon the sale or other disposition of such property.” 
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described in the following manner: (1) the entire amount of the purchase 
price—the cost—must be returned before any gain is realized, or (2) the 
cost must be allocated among the particular portions of the purchased 
property and gain or loss computed on that basis as to each portion.*® It 
is now well grounded that property acquired as a single unit that is subse- 
quently disposed of in portions of the whole, requires an apportionment 
of cost among the several portions.*® A fairly typical example of the 
application of this rule is found in cases where realty is purchased in a 
single unit and then sub-divided for resale. The subsequent disposition 
of a single lot results in either gain or loss.** The allocation of cost among 
the several units must, however, be made on an equitable basis of relative 
value rather than on a basis of proportionate acreage.** But the rule of 
apportionment may be impossible to apply in some instances, in which 
event the purchaser of the en bloc property may recover the cost of the 
whole of the property before he realizes any gain from the disposition.” 

To carry the allocation of cost problem one step further: instead of a 
single purchase of property that is later disposed of in smaller portions, 
suppose that the property is acquired at varying times and at varying 
prices. If the property is of a nature which allows identification of each 
separate unit purchased there is no difficulty. On the other hand, if the 
property is of such a nature that one unit may be exchanged indifferently 
for another unit, i.e., fungible property, a fundamental question of “cost” 


19 For purpose of simplification it is here assumed that each portion of the whole has 
an equal value. ; 

20 Leake v. Comm’r, 140 F.2d 451 (C.C.A.6th 1944) ; Towne v. McElligott, 274 F.960 

(S.D.N.Y. 1921) ; Bancitaly Corporation, 34 B.T.A. 494 (1936) ; George F. Tyler, 1947 
P-H T.C. Memo. Dec. { 47,058. In Nathan Blum, 5 T.C. 702, 709. Judge Arundell 
stated : 
“It is now well settled that where property is acquired as a whole for a lump sum and 
subsequently disposed of a portion at a time there must be an allocation of the cost or 
other basis over the several units (except where apportionment would be wholly imprac- 
ticable) and gain or loss computed and reported upon the disposition of each part.” 

21 Reg. 111, Sec. 29.22(a)-11; Christian Ganahl Co., 34 B.T.A. 126 (1936) ; Frederika 
Skinner, 20 B.T.A. 491 (1930); Thomas J. Avery, 11 B.T.A. 958 (1928). 

22 Biscayne Bay Islands Co., 23 B.T.A. 731 (1931); J. S. Cullinan, 19 B.T.A. 930 
(1930) (cost of land and improvements based upon assessed valuation of lots). But cf. 
Bovard, 15 B.T.A. 546 (where actual cost of each lot can be shown, it must be used). 

23 Allocation was deemed impossible in the following cases: Inaja Land Company, Ltd., 
9 T.C. 727 (1947) (amount received for easement given to city to flood land); William 
Piper, 5 T.C. 1104 (1945) Acq. (shares of common and stock warrants for common 
received together) ; Orvilletta, 47 B.T.A. 10 (1932) (shares of stock in different cor- 
porations bought as a unit); Pierce v. United States, 49 F. Supp. 324 (Ct.Cl. 1943) 
(bank shares and declaration of interest) ; Kirkland v. Burnet, 57 F.2d 608 (C.C.A. D.C. 
1932) (original and bonus stock received in non-taxable reorganization). A reserve twist 
to this situation was presented recently in William F. Krahl, 9 T.C. No. 114 (1947), 
where the taxpayer unsuccessfully sought to lump the cost of two separately acquired 
properties. 
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must be answered. In those cases where identification cannot be made 
definitely, two rules are generally applied in allocation of the cost of the 
particular item sold: (1) the average cost of the total number of units is 
taken as the cost basis on the disposition of a single unit, or (2) the cost 
of the first unit acquired is applied to the first disposition—more com- 
monly known as the “first in, first out” or “fifo” rule. 

Where shares of a given stock have been purchased in separate lots and 
on different dates, and specific identification cannot be made of the specific 
shares disposed of, these are charged against the earliest purchase, as 
prescribed by the “fifo” method of allocation.** This method of allocating 
cost has been held to be nothing more than a rule of convenience that has 
been adopted to fit certain situations ; it has not been followed in all cases. 

Where, for example, a mixed aggregate of stock is turned in for stock 
of a second corporation in a tax-free reorganization, the rule of “first-in, 
first-out’’ will generally be inapplicable. The total cost of the stock turned 
in will be allocated to the new stock received on an equal basis, 1.e., an 
averaging method is used.*° These cases proceed on the theory that in such 
exchanges the new stock is not acquired on different dates and at different 
prices, but is all acquired in a single transaction. If, however, the new 
shares are received in a recapitalization or stock split-up (and identifica- 
tion of the individual shares is not possible), the first-in, first-out formula 
will still apply.** But even in a recapitalization or stock split-up, if the 
seller of the new stock is able to identify the shares sold as those received 
in exchange for a specific lot of shares, the known cost of the old shares 
turned in may be used as the basis.** The problem of identification applies 
throughout all allocation questions ; if specific identification can be made 
through tracing or some other device, the known “cost” of a specific unit 
will govern. With this thought in mind many taxpayers have sought 
to select the particular lot of stock for disposal which will yield the most 
desirable tax consequences, i.¢., the lot with the highest cost basis. But 
when instructions are given to a broker designating ‘a particular lot to be 





24 Reg. 111, Sec. 29.22(a)-8: 

“If shares of stock in a corporation are sold from lots purchased at different dates or 
different prices and the identity of the lots cannot be determined, the stock sold shall be 
charged against the earliest purchases of such stock.” 

Skinner v. Eaton, 45 F.2d 568 (C.C.A.2d 1930), cert. denied, 283 U.S. 837 (1931). 

25 Arrott v. Comm’r, 136 F.2d 449 (C.C.A.3d 1943) ; Comm’r v. Von Gunten, 76 F.2d 
670 (C.C.A.6th 1935) ; Comm’r v. Bolender, 82 F.2d 591 (C.C.A.7th 1936) ; Comm’r v. 
Oliver, 78 F.2d 561 (C.C.A.3d 1935) ; Helvering v. Stifel, 75 F.2d 583 (C.C.A.4th 1935) ; 
Fleischmann, 40 B.T.A. 672 (1939). 

26 Fuller v. Comm’r, 81 F.2d 176 (C.C.A.1st 1936); Kraus v. Comm’r, 88 F.2d 616 
(C.C.A.2d 1937); Epstein, 36 B.T.A. 109 (1937); Ford, 33 B.T.A. 1229 (1936). 

27 Bloch v. Comm’r, 148 F.2d 452 (C.C.A.9th 1945). Cf. Pio Crespi v. Comm’r, 126 
F.2d 699 (C.C.A.5th 1942). 
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sold, the cost of the lot delivered for sale is binding on the seller, despite 
his intent to sell another lot.” 

In many instances, after part of the total number of shares has been 
sold, using one method of allocation of cost, the taxpayer will attempt to 
shift to another allocation method on the ground that the first method 
applied was erroneous. Assuming that the disposition made under the 
earlier method would be barred by the period of limitations, the taxpayer’s 
total recovery of cost might exceed his original capital investment. The 
Commissioner has attempted to preclude such a shift where the seller 
would recover more than his total cost. In Lewis K. Walker, the Board 
of Tax Appeals, in considering this question, stated : 


The rules for allocation of basis are not ends in themselves, but only means 
to the end of returning to the taxpayer his capital investment free from tax, 
and if they have partially accomplished this result, even through what was 
perhaps an erroneous application of one method in a situation which more 
properly called for another, still we do not think it is now appropriate to 
apply retroactively a theoretically correct method to get an erroneous result.” 


The adoption of this inconsistent position would be covered currently by 
section 3801 of the Code.*° 

The foregoing should suffice to indicate that even where property is 
acquired for a specific amount of cash the determination of the cost of 
that property may prove to be other than an arithmetical computation. 
It is quite evident from these controversies that no attempt at a definitive 
meaning of “‘cost’’ can be successful unless the “property” under con- 
sideration is first identified through analysis. 


PROPERTY ACQUIRED BY BARGAIN PURCHASE 


There is little question but that “bargain purchases” made by a share- 
holder from a corporation and by an employee from his employer are not 
conducted in a free market and that other considerations normally absent 
in a competitive market come into play in such dealings. Since income 
can be realized in the form of property as well as in cash,” there is no real 
difficulty in accepting the proposition that the purchase of property at 
bargain rates in other than an arms-length transaction may result in 
realization of income by the purchaser. 

Since 1923 the Treasury Department has maintained the position that 


28 Davidson v. Comm’r, 305 U.S. 44 (1938). 

29 35 B.T.A. 640, 644 (1937). Accord, Estate of Carrie Lehman, 1941 P-H B.T.A. 
Memo. Dec. {| 41,570. Contra: Wobber Bros., 35 B.T.A. 890 (1937) (NA) ; Schmidlapp 
v. Comm’r, 96 F.2d 680 (C.C.A.2d 1938). 

80 See discussion under, Effect of Section 3801, infra. 

81 Reg. 111, Sec. 29.22(a)-3. 
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a “bargain purchase” by an employee from his employer, and by a share- 
holder from his corporation, results in the realization of income.*? Al- 
though there were no exceptions set out in the original regulations, the 
courts soon limited the concept to cases where it could be stated factually 
that the difference between fair market value and the purchase price 
actually paid was in the nature of additional compensation payments in the 
case of employees or a distribution of earnings in the case of shareholders, 
rather than a bona fide sale.** The regulations were subsequently amended 
to express accord with this judicial limitation,** but since the decision in 
the Smith case ** the Government considers that a price advantage in a 
bargain purchase by an employee from his employer is in the nature of 
compensation, without regard to the possibility of a bona fide sale.** The 
propriety of this present position, at least with reference to the employee- 
employer relationship, must await judicial examination in the cases which 
will undoubtedly arise from this interpretation of the Smith decision.” 

Where an employee purchases property at a price less than the current 
market value it is presumed that the difference between the market value 
and the purchase price is an accurate measure of the additional compensa- 
tion received by the employee in the nature of realized income; likewise, 


82 Prior to 1923 no attempt was made to reach such income, but a reversal of Treasury 
attitude was indicated in T.D. 3435, II-1 Cum. Burr. 50 (1923). See note 36 infra. 

88 Taplin v. Comm’r, 41 F.2d 454 (C.C.A.6th 1930), where the transaction was held 
to be a bona fide sale rather than a declaration of a dividend. In making reference to 
the regulations the Court said, at 456: 

“It is sufficient to say that whatever effect Treasury, Decision 3435 might be given in 


other situations it cannot here be construed to create income or dividend when the facts 
are measured by the statute. Income cannot be created by fiat alone.” 


Accord, Comm’r v. Van Vorst, 59 F.2d 677 (C.C.A.9th 1932). But see, Timberlake v. 
Comm’r, 132 F.2d 259 (C.C.A.4th 1942); V. U. Young, 5 T.C. 1251 (1945); Strake, 
1 T.C. 1131 (1943). 

84 Art. 22(a)-1, Reg. 101 (1938). Reg. 94 was similarly amended by T.D. 4791, 
1938-1 Cum. Butt. 83 and T.D. 4879, 1939-1 Cum. Butt. (Part I) 129. 

85 Smith v. Comm’r, 324 U.S. 177 (1945). 

86 Reg. 111, Sec. 29.22(a)-1 as amended by T.D. 5507, April 12, 1946, now provides 
that where an employee purchases property from his employer at bargain rates the differ- 
ential is in the nature of compensation. In Palmer v. Comm’r, 302 U.S. 63 (1937), an 
option given to a shareholder was held to be a sale in the absence of remunerative intent. 
This case has not been overruled expressly by the Smith decision, but the effect of that 
decision on the holding in the Palmer case is not clear. It is noteworthy, however, that 
that portion of Sec. 29.22(a)-1 dealing with corporation-shareholder transactions was not 
altered by T.D. 5507. 

87 See, James M. Lamond, T.C. Memo. Dkt. 6026, P—H Dec. 46,023. The Treasury 
position was anticipated by Victor Ferrall in Note, Employee Stock Options and the 
Smith Case, 1 Tax L. Rev. 225, 228 (1946). It would seem quite clear that the Treasury 
Department by excluding the possibility of non-compensatory intent when there is a 
“spread” at the time of issue, has expanded the regulations beyond the holding of the 
Smith case. 2 RABKIN & JOHNSON, FEDERAL INcoME Girt AND Estate TAXATION E2 
§ 11; Tyler, Stock Options, 24 Taxes 611, 612 (1946). 
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the bargain purchase by a shareholder reflects the measure of distribution 
by the corporation to the extent of such difference. Consequently, it may 
be stated that the “cost” of property acquired in a bargain purchase is its 
fair market value, i.e., that the cost to the purchaser is the amount of cash 
and/or the monetary value of property that he has parted with, plus the 
value of the services rendered in the case of an employee, and plus the value 
of the distribution realized in the case of a shareholder. The market value 
fixes the amount of taxable income when the bargain property is received 
and is also the determining factor in setting the cost of that property. In 
whatever mold the acquisition process is cast, the resultant basis should 
be the same.** 

The above analysis reflects the view of the Treasury Department, at 
least as to this aspect. The Treasury regulations provide that the basis 
of property acquired in a bargain purchase: 


. shall be the amount paid for the property increased by the amount of 
such difference included in gross income.*® 


Assuming that the bargain property is disposed of at a gain, the bargain 
purchaser is taxed at two different times upon his net economic increase— 
once at the time of acquisition at ordinary income rates, and once again 
upon disposition (at capital gains rates in most instances). This treat- 
ment imposes no undue burden since each increment of gain is taxed 
separately and the total net gain is taxed but once. If the “cost” of such 
property took no account of the taxable income generated by the acquisi- 
tion, that increment of value would, in effect, be subjected to double 
taxation. 

Failure to Report Income from Bargain Acquisition, In the foregoing 
analysis it has been assumed that the realized income at the time of acquisi- 
tion was reported as such and taxed accordingly. But what if income is 
not reported at the time the property is acquired? Does the failure to 
recognize liability at the time of acquisition alter the meaning of cost that 
is to be used as the basis for determining gain or loss on the subsequent 
disposition? If the language of the present regulations is strictly followed 
in each instance, it would appear that a stepped-up basis is available only 
to a bargain purchaser who has reported income at the time of purchase. 


88 While this analysis appears patently logical with reference to the employer-employee 
bargain purchase, the analysis of a bargain purchase by a shareholder lacks the same 
logical completeness. The amount of the bargain is presumed to be equal to the amount 
of additional compensation owed to an employee, but a corporation has no obligation 
to an individual shareholder to distribute dividends, albeit that is the primary purpose 
of a corporation. 

89 Reg. 111, Sec. 29.22(a)-1. In the original regulations the cost was expressed in 
terms of fair market value at the date of acquisition. See note 34 supra. 


4 
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But this result has not always obtained in the basis controversies that have 
been litigated.“ 

The question of the basis, or cost, of a taxable bargain purchase of 
property for which no income had been reported was first decided by the 
Supreme Court in the Salvage case.** Salvage had made a bargain purchase 
of stock under circumstances in which the value of the bargain was re- 
garded as compensation.*? Although he had not reported any income from 
the acquisition, the Court held that his basis upon the subsequent sale was 
the market value of the stock at the time of the purchase, rather than the 
original purchase price. The taxpayer’s erroneous treatment of the tax- 
able bargain purchase, not being willful, was deemed to be an “innocent 
mistake of law.” Had the taxpayer reported income in the year he acquired 
the stock, he would have had a basis upon the sale equal to the market 
value at the time of receipt. It was the opinion of the Court that an 
“innocent mistake of law” should not preclude the taxpayer from using 
the stepped-up basis. It is perhaps noteworthy that Mr. Justice Mc- 
Reynolds reprimanded the court below for considering the question 
whether Salvage was estopped from using the higher basis because of his 
earlier action, since the question had not been raised before the Board of 
Tax Appeals. But he went on to say, “Furthermore, the facts give it 
[estoppel] no support.” 

Implicit in the decision of the Court was the treatment of the “cost” 
of the shares purchased through a compensatory device as being the pur- 
chase price plus the value of the services rendered; and that the cost of 
taxable bargain purchase property is not affected by a failure to report 
income from the purchase because of an “innocent mistake of law.” The 
dictum of Justice McReynolds, however, left the door open for denying 
the higher basis where an estoppel could be urged. The many vigorous 
attempts by the Commissioner to urge the theory of estoppel in order to 
deny the taxpayer the higher basis where he has failed to report income 





40 There is no difficulty where the Commissioner may assert a deficiency assessment for 
the year in which the property was acquired and no income was reported; only where 
such action is barred by section 275 is a litigious problem presented. The taxpayer as- 
serts that the cost of his property remains unaltered. The Commissioner, on the other 
hand, contends that the taxpayer should not benefit tax-wise from his failure to report 
income at the time of purchase. 

41 Helvering v. Salvage, 297 U.S. 106 (1935). 

42 The bargain purchase arrangement was devised in favor of Salvage in consideration 
of his covenanting to refrain from competition. The Court likened a payment for an 
agreement not to perform services to a compensatory scheme in favor of an employee 
and held, therefore, that Salvage realized income at the time of purchase, similar to 
compensation for services. 
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upon purchase because of his misinterpretation of the then existing law, 
have not met with great success.** 

To assert an estoppel against a taxpayer the Commissioner must be in 
a position to state that he has relied upon misrepresentation of fact—a 
pattern normally not present. The Commissioner contends that the filing 
of a tax return constitutes a representation of fact which he relies upon, 
but such a position would appear to be untenable. Even though the staff 
of the Bureau of Internal Revenue can never hope to audit effectively 
more than a very small percentage of the returns filed, there is, nonethe- 
less, a relative lack of reliance by the Government on the taxpayer’s “state- 
ment of fact.” On the other hand, a more appealing argument can be 
made on what are thought to be general concepts of equity, that is to say, to 
grant a stepped-up basis to a taxpayer who has failed to report the income 
realized from a bargain purchase, would be allowing him to benefit from 
his own error at the expense of the fisc. 

Some courts have apparently proceeded on the theory that section 
22(a)-—1 of Regulations 111 provides an exception to the general rule 
that the basis of property is cost. It is assumed that the cost of bargain 
purchase property is limited to the cash expended for it and that the 
regulations, as an administrative concession, allow the stepped-up basis 
only to prevent double taxation. This view is expressed in Larkin v. 
United States, where the Court stated: 


Treasury Decision 3435 (afterward incorporated into the Regulations) was 
intended to introduce and did introduce a new practise. . . . The last sentence 
in Treasury Decision 3435 must be read in connection with what precedes. 
The provision of the last sentence applies only to the class of persons men- 
tioned in the first sentence. It is an adjustment provision. . . .* 


While such arguments appear to reach a fair result, the corollary to 
such an approach is to give the term “cost” an elastic meaning. There 


43 Hawke v. Comm’r, 109 F.2d 946 (C.C.A.9th 1940), cert. denied (employee bargain 
purchase) ; Robinson v. Comm’r, 59 F.2d 1008 (C.C.A.6th 1932) (employee bargain pur- 
chase from principal stockholder) ; United States vy. DuPont, 47 F. Supp. 894 (D.C.Del. 
1942) (stock contribution from employer); Knight, 28 B.T.A. 188 (1933). Contra: 
Farren v. Comm’r, 82 F.2d 141 (C.C.A.10th 1936), dismissed by Supreme Court by stipu- 
lation, 299 U.S. 617 (1936); Larkin v. United States 78 F. 2d 951 (C.C.A.8th 1935) ; 
Bothwell v. Comm’r, 77 F.2d 35 (C.C.A.10th 1935) ; Robbins v. United States, 21 F. Supp. 
403 (Ct. Cl. 1937). 

4478 F.2d 951, 954 (C.C.A.8th 1935). The applicable portion of Reg. 111, Sec. 
29. Nee, now provides as follows: 

. the difference is in the nature of compensation and shall be included in the gross in- 
come of the employee. In computing the gain or loss from the subsequent sale of such 


property its basis shall be the amount paid for the property, increased by the amount of 
such difference included in gross income.’ 


But see, Bennett v. Helvering, 137 F.2d 537 (C.C.A.2d Gidea reversing 1941 P-H B.T.A. 
Memo. Dec. ff 41,425. 
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would be one definition of cost for cases where income was reported at 
the time of the bargain purchase, and another meaning where income was 
not reported. The Code simply provides that the “cost” of such property 
shall be used as the basis for determining gain or loss. The implication 
of this bare statement would seem to be that an unchanging definition will 
apply to the same factual situations, irrespective of whether income was 
properly reported at the time of acquisition. Further, the statute of limi- 
tations is the real barrier for the Government and there is no doubt but 
that the statute of limitations presupposes the possibility of errors. If the 
position taken in a barred transaction will determine the interpretation to 
be given to the term “cost,” the statute of limitations comes to have little 
or no meaning for the taxpayer. The taxpayer, on the other hand, can 
receive little succor from a theory of estoppel against the Government, 
which has generally been able to take successful refuge behind the statute 
of limitations.** 

Option Property. Many questions were left unanswered by the Smith 
decision. It was suggested in a dictum that in a given instance an option 
might be subject to taxation as compensatory income.** This same dictum 
also leaves open the possibility that an employee who receives an option 
might be subject to tax at the time of receipt and again subject to an 
additional tax at the time the option is exercised. In both of these circum- 
stances, the disposition of the property so acquired, e.g., stock, would 
raise the same question of the cost of that property. Where the optionee 
is subject to tax at the time of the receipt of the option, the addition of 
the amount of the tax liability to the consideration given at the time of the 
exercise of the option would seem to be a fair presentation of his cost. 
Basically, the position of the optionee is the same as that of any “bargain 
purchaser” and the “bargain purchase basis” should apply with equal 
validity. Similarly, if the optionee should be subject to tax both at the 
time of receipt and at the time of exercise, his cost should be deemed to 
include the increments of value that have already been subject to tax. To 
exclude such previously taxed increments from the basis of the property 
that is acquired by the exercise of an option would, in effect, be subjecting 
that increment of value to double taxation. The Supreme Court gave some 
consideration to the proper basis of property acquired through the exercise 


45 Cf. Vestal v. Comm’r, 152 F.2d 132 (App. D.C. 1945) where the contention of an 
estoppel against the Government was successfully urged. The Court said at 136, how- 
ever: “The doctrine of election and estoppel must be applied with great caution to the 
Government.” 

46 324 U.S. 177, 180 (1946) : 

“It of course does not follow that in other circumstances not here present the option 
itself, rather than the proceeds of its exercise, could not be found to be the only intended 
compensation.” 
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of an option in Helvering v. San Joaquin Fruit & Investment Co.,“" and 
it has recently been stated that this decision might preclude the equitable 
result that has been suggested above.*® 

In the San Joaquin case the transferor of the taxpayer had leased land 
in 1906 for a term of ten years, with an option to purchase the land for 
$200,000. In accordance with the terms of the lease, considerable im- 
provements were made on the property with the result that the March 1, 
1913 value of the land was greatly in excess of the option price. The 
option was exercised in 1916 and portions of the land were subsequently 
sold. The Commissioner argued that the basis upon disposition was covered 
by the general rule of cost. The taxpayer contended that under the reve- 
nue acts covering the years when the land was sold, the March 1, 1913 
value was to be used as basis,*® since the property had been acquired 
at the time the option was granted, prior to 1913. The theory advanced 
by the taxpayer in support of his argument was that the option given 
on the realty created an interest real in the optionee-lessee, so that his 
“acquisition” dated back to 1906. The Board of Tax Appeals rejected 
this argument, and refused to use the higher 1913 value. The Circuit 
Court of Appeals for the Ninth Circuit had serious doubts about the 
constitutionality of including the increase in value that had accrued prior 
to 1913 in the basis, and held that the property was “acquired” in 1906 by 
resorting to the legal fiction of the title “relating back” to the time the 
option was given. 

The Supreme Court considered the issue as a question of when the 
property was acquired, and stated: 


But the option is admittedly not the same property as the land. . . . But even 
if we should agree that a lessee-optionee acquires, by virtue of the instrument, 
an equitable interest in the land it would not follow that, within the contempla- 
tion of the revenue acts, he acquired the property at the date of the option, 
rather than at the date of the conveyance. 


An alternative contention had been made by the taxpayer that the exer- 
cise of the option really constituted an exchange of assets which gave rise 
to a new basis for the land, i.e., the value of the land in 1916. The theory 
advanced by the Fruit Co. was that in 1916, an option having considerable 
value, plus $200,000 in cash were exchanged for the land in question; that 


47 297 U.S. 496 (1936), reversing 77 F.2d 723 (C.C.A.9th 1935), and affirming 28 B.T.A. 
395 (1933). 

48In Note, Employee Stock Options and the Smith Case, supra note 37, Mr. Ferrall 
states that although the result would be inequitable, the San Joaquin decision indicates 
that the basis would be limited to the option price. 

49 Several revenue acts were applicable to the case but the Court cited the Revenue 
Act of 1924 as containing a typical provision. Revenue Act of 1924, Sec. 204. 

50 297 U.S. 496 at 498-499. 
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the cost of the property received in the exchange was the value of the con- 
sideration therefor. The Court brushed aside this contention in a sum- 
mary manner, stating: 





The capital asset, sale of which resulted in a taxable gain, was the land. This 
was not an asset of the taxpayer prior to the exercise of the option. We think 
it clear that there was no combination of two capital assets,—the option and 
the $200,000 of cash, to form a new capital asset, which was subsequently sold 
at a profit... .5 


The “cost” of property acquired through the exercise of an option 
would seem to be the total consideration given for the purpose of acquir- 
ing that property. Although the option may be property and subject to 
transfer for a consideration, it may also be considered as part of the cost 
of acquiring a specific item of property. Assuming that the receipt of an 
option results in taxable income to the optionee, upon the exercise of the 
option the cost of the property received by means of the option device 
should be the purchase price increased by any gain already recognized in 
the process of acquiring the property. The value of an option is neces- 
sarily linked with the value of the property which may be acquired by 
exercise of the option. 

The views expressed by the Supreme Court in the San Joaquin case do 
not necessarily preclude this result. The Court did not directly address 
itself to the meaning of the term “cost” as applied to option property. 
The first question that had to be settled was whether the basis to be used 
was “cost” or 1913 market value. If the property, as the Court held, was 
“acquired” in 1916 when the option was exercised, a strict dichotomy of 
the property interest represented by the option and the property interest 
in the land would seem to lead to the conclusion that the cost of the land 
was limited to the amount of cash paid as the purchase price. It is of 
vital significance to note, however, that the $200,000 purchase price was 
adjusted by the addition of the cost of improvements that were made prior 
to 1916. If the Court had intended completely to divorce the cost ele- 
ments of the option from the cost of the land, it would seem that the 
unadjusted cost of $200,000 would have been increased only by the capital 
improvements that had been made after 1916. It was nowhere suggested 
that the cost to the taxpayer should be so limited. 

In J. Gordon Mack," the San Joaquin case was cited as authority for 
denying the taxpayer the addition of the value of an option acquired by 
bequest, to the option price. By the will of his father the taxpayer was 
given an option to purchase specified stock at one-half the current market 


51 Jd. at 500. 
523 T.C. 390 (1944), aff'd, 148 F.2d 62 (C.C.A.3d 1945), cert. denied. 
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value. He exercised the option and on the subsequent sale‘claimed a basis 
of the market value of the stock, that is, the option price plus the value 
of the option represented his basis for determining gain or loss. In effect, 
the taxpayer was seeking to “tack” his basis under section 113(a) to a 
basis under section 113(a)(5). The Tax Court and the Circuit Court of 
Appeals for the Third Circuit both denied the taxpayer a basis in excess 
of the option price. Judge Murdock dissented from the view of the 
majority of the Tax Court, and pointed out that if the option had been 
transferable and had been sold by the taxpayer, there would be no ques- 
tion but that his basis would be increased. He was of the opinion that a 
fair result required the taxpayer to be allowed the higher basis in that 
situation.°* The problem was not confined to that of “cost,” however, 
since the option itself had a basis under section 113(a)(5). The Mack 
case involved only the meaning of the term “acquired” for purposes of 
section 113(a) (5) ; it does not determine cost for all purposes of section 
113(a). 

The question of the “cost’”’ of option property, it is submitted, was not 
squarely presented in either the Mack or the San Joaquin case. In that 
light, it is questionable whether those cases may be properly considered 
as decisive authority for reaching the obviously unfair result of treating 
the “cost” of option property as limited to the option price in a situation 
where the optionee might be subject to taxation on receipt of the option. 

Effect of Section 3801. Many of the controversies as to the proper basis 
to be used for bargain purchase property are now rather effectively pre- 
cluded by section 3801 of the Code. The effect of the strictness of the 
statute of limitations is mitigated by permitting an adjustment to be made 
as to the “barred’’ year under certain circumstances. When a position is 
taken by the seller of property with reference to his basis that is incon- 
sistent with the position taken in the transaction upon which the basis 
depends, the adjustment may be made." Section 3801(b) (5) specifically 
applies to the disposition of property acquired by a “bargain purchase” in 


58 Jd. at 396: 


“The property acquired by bequest from his father was used or ripened in the acquisi- 
tion of the stock and in one way or another the basis of the stock for future gain or 
loss was affected thereby.” 

The question of the basis to be used in the determination of gain or loss upon the sale 
or other disposition of an option is considered in I.T. 3795, 1946-1 Cum. Butt. 15. 

54 Section 3801 (b) : 


“Such adjustment shall be made only if there is adopted in the determination a position 
maintained by the Commissioner . . . or by the taxpayer with respect to whom the de- 
termination is made . . . which position is inconsistent with the erroneous inclusion, ex- 
clusion, omission, allowance, disallowance, recognition, or nonrecognition, as the case 
may be 
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which the purchaser failed to report income.*® Since the basis upon the 
subsequent disposition depends upon the purchase transaction, the asser- 
tion of a basis equal to the market value at the time of acquisition would 
be inconsistent with the previous failure to report the difference between 
fair market value and the purchase price as income. If the taxpayer were 
successful in urging the higher basis upon the disposition, the Commis- 
sioner could rely upon this inconsistent “determination” to invoke section 
3801. But the adjustment permitted by section 3801 has no effect on the 
determination of the proper meaning of cost under section 113(a) ; the 
adjustment is made solely with reference to the transaction upon which 
the determination of basis depends, i.e., here the bargain purchase trans- 
action.** In principle, this section adopts the idea that the meaning of cost 
should remain unaffected by such correlative factors as the failure to 
report income from a bargain purchase. 

Section 3801 has no application where the transaction upon which the 
basis determination depends occurred prior to 1932, nor where the incon- 
sistent determination is made prior to the year 1938.°7 Consequently, there 
are still a large number-of controversies outside the scope of this section. 
But any judicial attempt to correct a previous error of the taxpayer by 
making an adjustment in the basis to be used on disposition, will rarely 
result in placing the taxpayer in the same position he would have held 
had he properly reported income at the time of purchase. A mere change 
in tax rates, or a change in surtax bracket of the taxpayer from the year of 
purchase to the year of sale, may cause a disproportionate tax consequence. 
Similarly, any income realized from a bargain purchase would be taxable 
at ordinary tax rates, whereas an adjustment in basis is reflected in the 





~ 88 LR.C. § 3801(b) (5): 


“When a determination under the income tax laws ... (5) Determines the basis for 
. .. gain or loss on a sale or exchange, and in respect of any transaction upon which 
such basis depends there was an erroneous . .. omission from gross income... and, 
on the date the determination becomes final, correction of the effect of the error is pre- 
vented by the operation (whether before, on or after May 28, 1938) of any provision of 
the internal revenue laws other than this section and other than section 3761 (relating to 
compromises), then the effect of the error shall be corrected by an adjustment made 


under this section.” 
56T.R.C. § 3801(d): 


“In computing the amount of an adjustment under this section there shall first be ascer- 
tained the tax previously determined for the taxable year with respect to which the error 
was made... there shall then be ascertained the increase or decrease in the tax previ- 
ously determined which results solely from the correct exclusion, inclusion, allowance, 
disallowance, recognition, or nonrecognition of the item, inclusion, deduction, credit, gain 
or loss which was the subject of the error. The amount so ascertained (together with 
any amounts wrongfully collected, as additions to the tax or interest, as a result of such 
error) shall be the amount of the adjustment under this section.” 


57 T.R.C. § 3801(a) (1): 


“. .. Such term (determination) shall not include any such agreement made, or deci- 
sion, judgment, decree, or order which became final, or claim for refund finally disposed 


of, prior to August 27, 1938.” 
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gain realized on disposition, which would normally be taxable at capital 
gains rates. This potential inequity has escaped discussion by the courts, 
although it was fully recognized by the framers of section 3801. 


TAXABLE EXCHANGE OF PROPERTY 


In the common example of the acquisition of property by means of a 
cash purchase the cost is deemed to be the amount of money parted with 
by the purchaser. If the purchase price consists of a small amount of 
property as well as cash, the cost of the property purchased will be the 
amount of cash and the value of the property given.*® Should a different 
result obtain when property is purchased under circumstances in which 
the consideration is itself property, 7.e., an exchange? °° 

The statement which is widely accepted as proper is that the cost of, 
property received in a taxable exchange is the fair market value of that 
property at the time of the exchange.” Basically, this interpretation of 
cost has theoretical justification in the premise that an exchange repre- 
sents a continuing capital investment which is now represented by a differ- 
ent res, or more accurately, that the exchange is a connected “realizing”’ 
step in the acquisition process. Since the exchange is a “realizing” trans- 
action in which gain or loss is recognized, to avoid double counting of 
the income subjected to tax on the exchange, the basis of the property 
received on the exchange must be its fair market value at the time thereof. 
This is equivalent to saying that the cost is equal to the cost of the prop- 
erty given in exchange -plus the gain or minus the loss realized on the 
exchange. 

If an exchange is viewed, however, as a short-cut method of consum- 
mating a separate sale and using the proceeds to effect a purchase, it seems 
completely in keeping with the basic concept of cost to regard the basis 
of property received in an exchange as the value of the consideration given 
therefor, i.e., the value of the property given in the exchange and not the 


58 See Maguire, Surrey, and Traynor, Section 820 of the Revenue Act of 1938, 48 
Yate L. J. 509, 719 (1938) passim. 

59 Presumably, when a transaction is transformed from a purchase into an exchange 
depends upon at what point it can be said that property, rather than money or its equiva- 
lent, becomes the predominant consideration. The tenuous thread dividing purchase from 
exchange would seem to point toward the same “cost” analysis in both instances. 

60 For an excellent discussion of the respective roles of purchase and exchange in the 
realization of income, see MaGILL, TAXABLE INCoME C. 3 (1945). 

61 RABKIN & JOHNSON, FEDERAL INCoME GiFT AND Estate Taxation, S3 § 2; Moroney 
and Colgan, Gain or Loss on Sale or Exchange, Fundamentals of Federal Taxation, Prac- 
tising Law Institute (1946). But cf. 1 P-H { 10,506; 1 Monrcomery, Feperat TAXEs, 
CorPORATIONS AND PARTNERSHIPS (1946-47) 303. It should be noted, however, that these 
statements are probably made in connection with exchanges in which the exchanged prop- 
erties are presumed to be equal in value, in which event there is no difference in result. 

82 Discussed under Property ACQUIRED BY BARGAIN PURCHASE, supra. 
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value of what is received. Generally, of course, the problem is not of 
practical import; the value of the two properties in an exchange will be 
equal in fact or presumed to be equal. But it is entirely possible to have 
an exchange of two properties of diverse values in an arms-length trans- 
action, in which event it is of material consequence whether the cost of 
the property received is stated in terms of the value of what is given (here- 
inafter referred to as the “consideration” theory) or the value of what is 
received (hereinafter referred to as the “value” theory). 

The point can perhaps be best illustrated by a simple hypothetical ex- 
ample. Suppose A exchanges his radio, which has a cost to him of $80.00, 
for B’s camera and later sells the camera for $100. If both the camera and 
the radio had known market values of $90 at the time of the exchange, 
A would have the following tax consequences from the exchange and 
subsequent disposition: (1) A would realize a gain of $10 on the ex- 
change, (2) the cost of the camera received would be $90, and (3) A 
would realize a gain of $10 on the sale. There would be a net change of 
position of $20, which would be subject to tax in separate increments of 
$10 each. This result follows whether the cost of the camera is regarded 
as the value of what is given therefor or its value at the time of the ex- 
change (the latter interpretation could be expressed as the cost of the 
radio plus the gain of $10 realized on the exchange). Assuming that both 
parties are motivated solely by the desire to make a good bargain, the fact 
that the market value of either the radio or the camera was not known 
would not alter the result. In fact, the market value of one of the prop- 
erties in an exchange is frequently not known, but is established by the 
known value of the other, on the assumption that the two properties are 
of equal value.“ 

Suppose the exchange took place under the same circumstances as out- 
lined above, except that A’s radio had a known market value of $80 in- 
stead of $90. A would still have a gain of $10 on the exchange, but what 


63 Even in an exchange where the exchanged properties are of unequal value, the dif- 
ference generally is explained away as being in the nature of a gift or additional com- 
pensation, so that this type of cost problem will rarely arise. See cases cited note 9 
supra. 

64 The most common example of this valuation procedure is found in the case of a 
newly formed corporation issuing stock in exchange for properties contributed by the 
shareholders. If the transaction falls outside the scope of section 112(b) (5), the cost of 
the property to the corporation really depends upon the value of the stock at the time of 
the exchange. But since the stock would have no known market value, the known value 
of the property is used. This is purely a valuation problem and should not obscure the 
underlying definition of cost. The point is ably discussed in MERTENS, op. cit. supra note 
2 at § 21.16. See, Budd International Corp. v. United States, 143 F. (2d) 784 (C.C.A.3d 
1943) ; Heberlein Patent Corp. v. United States, 105 F.2d 965 (C.C.A.2d 1939); Hazel- 
tine Corporation v. Comm’r, 89 F.2d 513 (C.C.A.3d 1937); Gillette Rubber Co., 31 
B.T.A. 483 (1934); Rollestone Corporation, 38 B.T.A. 1093 (1938). 
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cost basis would he use upon the sale of the camera? If the cost of the 
camera is the value of what A gave for the camera, then A’s cost would 
be $80 and he would have a $20 gain from the later sale. There would 
be a total tax of $30, whereas the net differential between the cost of the 
radio and the amount realized from the sale of the camera is only $20. 
If, however, the cost of the camera is deemed to be its fair market value 
at the time of the exchange, the total taxable gain on the two transactions 
will be equal to the difference between the original cost of the radio and 
the amount realized from the camera. In effect, the latter rule treats two 
realizing dispositions of property in the same manner as an acquisition 
by bargain purchase, with the resultant “bargain purchase basis.” While 
the value rule seems to avoid an inequitable result, some question can be 
raised as to its present acceptance. In any event, both interpretations of 
cost have ample support in loose judicial statements. 

The distinction between the “consideration” and “value” theories was 
recognized in the case of Isadore L. Myers Estate.*° The decedent had 
exchanged stock for bonds in a reorganization that failed to qualify as 
tax-free, although the decedent had treated the exchange as a tax-deferred 
one and had reported no gain. The disposition of the bonds, after the 
original exchange was barred, gave rise to a basis controversy in which 
the Commissioner contended that the petitioner was estopped from using 
anything other than a carryover basis. The Tax Court held that the ex- 
change gave rise to a new basis based upon cost, and went on to say: 


Just as the cost of property purchased for cash is the amount of money given 
for it, so it would seem to follow in a strict sense that the cost of property 
acquired in an exchange is what the recipient parts with, that is, the value of 
the property given in the exchange.** 


There was no specific proof of the value of the stock given but there 
was evidence of the value of the bonds at the time of the exchange and 
the Court assumed that the properties were of equal value. On this 
assumption there would be no difference in result whether the value of 
what was given or what was received was considered as cost. The im- 
portance in terms of a general rule was noted, however, in a concurring 
opinion that dealt with the point under consideration. In concurring, 
Judge Murdock stated : 


The gain or loss upon the disposition of the stock should have been computed 
by taking the fair market value of the bonds as the amount realized upon the 


651 T.C. 100 (1942). 

66 Jd. at 111. The Commissioner acquiesced on the basis issue in the case (1943-1 
Cum. Butt. 17), but in an equivocal manner. The position of the Treasury Department 
on this point is not clear. Compare I.T. 2212, IV-2 Cum. Butt. 118 with I.T. 3523, 
1941-2 Cum. Butt. 124. 
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disposition of the stock. That same value of the bonds must be considered 
thereafter as the basis for gain or loss upon the bonds, otherwise there will 
be a possibility of double taxation or else an escape of taxation upon the 
disposition of the bonds. The fair market value of the bonds is regarded as 
the equivalent of cash for computing gain or loss on the disposition of the 
stock and henceforth the bonds must be regarded for tax purposes as if they 
had been acquired for that much cash.** 


If an exchange is regarded as only a step in the acquisition process, it 
would be valid to say that the gain or loss realized on an exchange should 
be taken into account in determining the cost of the property received. 
On that basis, the “value” theory of cost would seem proper. But it should 
be recognized that such treatment (using the value of what is received 
as cost) has the effect of likening a taxable to a non-taxable exchange in 
the sense that both are treated as a continuing economic investment in 
which net total gain awaits the ultimate sale. Thus, in the hypothetical case 
above, if A were to have a series of exchanges during the course of the 
year which culminated in the acquisition of a set of golf clubs having a 
market value equal to the cost of his original radio, on this view he would 
have neither a net gain nor a net loss. The intervening transactions would 
all continue the same investment, even though represented by a different 
res. In an exchange in which gain or loss is specifically deferred by the 
Code, there is a corresponding basis provision to achieve this result, but 
by way of exception to the general rule of cost. By interpreting the cost 
of property received in a taxable exchange as the value of the property 
received, the same aggregate result is effectuated. 

Strictly speaking, to categorize the result of using the “consideration” 
theory of cost in our hypothetical case as double taxation is to beg the 
real question, which is the connective aspect of an exchange. Every tax- 
able exchange is both an acquisition and disposition of distinct property. 
The gain or loss arising on the exchange emanates from the dispositive 
element of the exchange; it is not the acquisition of the new property that 
gives rise to taxable income. If an exchange is regarded in terms of a 


67 Jd. at 113. Accord, Bodell v. Comm’r, 154 F.2d 407 (C.C.A.1st 1946) ; Comm’r v. 
Lincoln-Boyle Ice Co., 93 F.2d 26 (C.C.A.7th 1937) ; Mary Kavanaugh Feathers, 8 T.C. 
376 (1947) ; Hillyer, Edwards, Fuller, Inc. v. United States, 52 F.2d 742 (E.D.La. 1931). 
Contra: (in accord with view of majority) Budd International Corp. v. Comm’r, 143 
F.2d 784 (C.C.A.3d 1944) ; Forstmann vy. Rogers, 128 F.2d 126 (C.C.A.2d 1942), affirm- 
ing 35 F. Supp. 916 (D.N.J. 1940) ; Thomas Watson, 8 T.C. 569 (1947) ; Four Twelve 
West Sixth Co., 7 T.C. 26 (1946) ; John O. Fowler, 40 B.T.A. 1293 (1940) (dissenting 
opinion). 

68 See Reg. 111, Sec. 29.22(a)-1 (bargain purchase) ; Reg. 111, Sec. 29.23(k)-3 (cost 
of property bid in by mortgagee) and Bondholders Committee, etc. v. Comm’r, 315 U.S. 
189 (1942). Perhaps a distinction might be justified in cases where the exchanged prop- 
erty was obtained for the express purpose of exchanging it for the property that was 
desired but could not be purchased. 
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separate acquisition and disposition, than to speak of the cost of property 
acquired in this manner as the value of the property given in exchange, 
does not give rise to double taxation. In that light, every exchange is an 
independent acquisition of property that should be unconnected with any 
gain or loss recognized in previous exchanges. 

Effect of Failure to Report Income. In the normal pattern of taxable 
exchange there is a two-fold possibility for the realization of gain or 
loss. Any gain realized at the time of the exchange is reported as income 
at that time; the gain, if any, realized upon the ultimate disposition is 
subject to a second tax. If the value of the consideration given is deter- 
minative of cost, the gain or loss recognized on the exchange would, in the 
light of the foregoing discussion, seem to have no effect on the cost of the 
property received. But again, what if the gain upon an exchange in a 
barred year was not reported as income? At first glance, it would appear 
that the gain or loss in the second transaction is determined wholly by a 
cost determination which is independent of the tax treatment of the first 
exchange. Under such circumstances, and in an effort to achieve what is 
assumed to be an equitable result, the Commissioner has refused to 
accept a basis any higher than the cost of the property transferred in the 
exchange.*° 

An exchange of securities normally will result in a recognition of gain 
or loss unless the exchange falls within the non-recognition requirements 
of section 112. Frequently a plan that is thought to be within the purview 
of the technical requirements of a non-taxable exchange, fails to qualify 
for the non-recognition blessing of section 112; the exchange of securities 
is then a taxable transaction, even though treated otherwise by the tax- 
payer. By the time the securities received in the exchange are disposed 
of, the statute of limitations may bar the taxation of the gain realized on 
the exchange. In these circumstances, the Commissioner has staunchly 
opposed the allowance of a basis which would permit the taxpayer to escape 
taxation on the gain realized from the exchange. Where the position of 
the Treasury Department has been bottomed on a theory of estoppel the 
taxpayer has frequently been able to use a stepped-up basis, irrespective of 
his previous erroneous exclusion of gain on the exchange.” Despite a 
failure to report income inuring from the exchange, on disposition of the 
property received the cost is deemed to be the fair market value of either 


69 As in the cases where income from a bargain purchase was not reported, the Com- 
missioner has denied a stepped-up basis when the gain from a taxable exchange was not 
reported (See note 70 infra). Section 3801(b) (5) has an equal bearing on these cases. 

70 Comm’r v. American Light & Traction Co., 125 F.2d 365 (C.C.A.7th 1942) ; Isadore 
L. Myers, 1 T.C. 100 (1942); Helvering v. Williams, 97 F.2d 810 (C.C.A.8th 1938) ; 
Mahlon D. Thatcher, 46 B.T.A. 869 (1942). 
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the property given or the property received in the exchange. Absent any 
fraudulent intent on the part of the taxpayer (which would, of course, 
permit the taxability of the year of the exchange to be questioned at any 
time), his earlier treatment of the exchange transaction should have no 
bearing on the “cost” of the property when he disposes of it. 

The question of the cost of property acquired in an exchange may also 
arise in connection with a non-taxable exchange. In Orange Securities 
Corp. v. Commissioner,"* property was acquired in a tax-free exchange 
pursuant to a reorganization; but the transferor of that property had 
acquired it in a taxable exchange in which he had erroneously failed to 
report his gain. Because of the transferor’s failure to report income, the 
transferee was denied as his basis the market value of the property when 
acquired.” 

In Countway v. Commissioner ™ the taxpayer had exchanged so-called 
“partnership” (profit-sharing) certificates of his corporate employer for 
preference shares in another corporation. On the advice of his employer 
he had not reported the gain from the exchange. The same Circuit Court 
which had declared in the Crane case ** that a taxpayer under similar cir- 
cumstances was estopped from asserting a stepped-up basis, held that the 
taxpayer here was not estopped from using the market value of the prop- 
erty given in the antecedent taxable exchange as his cost: 


What the preference shares ‘cost’ the petitioner depends on the value of the 
partnership certificates which were exchanged for them, and this value is 
neither more nor less by reason of how the petitioner treated the transaction 
in their return for 1930." 


71131 F.2d 662 (C.C.A.5th 1942), affirming 45 B.T.A. 24 (1941). 
72 Jd. at 28: 


“" . . some measure of consistency must be required in transactions such as the present, 
where a conclusion once reached has a continuing effect in the determination of tax 
liability in later years.’ 


In United States v. Dickinson, 95 F.2d 65 (C.C.A.1st 1938), the donee of stock which 
had been acquired by the donor in a taxable exchange for which the donor had errone- 
ously failed to report income, was not estopped from using the higher basis. The Court 
felt that to take the lower cost would be to include the barred tax and that such an 
inclusion would be violative of what is now § 3775(a) of the Code. 

73127 F.2d 69 (C.C.A.1st 1942). 

™ Crane v. Comm’r, 68 F.2d 640, 641 (C.C.A.1st 1934). The Court there stated: 


. but the failure, however innocent, to report the income, constituted in effect a 
statement that no such income was received, and the government, in reliance thereon, 
failed to receive the amount of any such tax as might have resulted if the petitioner’s 
return had been accurate.” 


75 127 F.2d 69, 75 (C.C.A.1st 1942). Although it had been stipulated that the prop- 
erty given in the exchange had no market value, the Court concluded that for the purpose 
of determining “cost,” the property given was equal in value to the known value of 
what was received. 
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There were three different judges sitting in the Countway case and a 
rather feeble attempt was made to distinguish the previous holding in the 
Crane case. The Court made reference to the fact that the reasoning in the 
Crane case in urging an equitable estoppel had been seriously questioned 
by the Second Circuit. They distinguished Crane on the ground that 
Countway had originally claimed that the stock was a gift (which he also 
urged as an alternative contention before the Court) and therefore he was 
not estopped from later claiming that there was an exchange in the barred 
year in which he had realized income. The Court gave some indication of 
its regard for the earlier position by its conclusion : 


We think the petitioners are not estopped from showing the true situation. 
Of course, if the Second Circuit is right in the cases cited above (no estoppel 
in case of mistake of law) there is even more clearly no estoppel here."* 


Property DIvIDEND 


The distribution of a dividend in kind, either in stock or other property 
raises the same basic cost questions when the shareholder eventually makes 
disposition of his dividend property. A dividend in other than money, 
which is otherwise income to the shareholder, is included in the gross 
income of the shareholder at the fair market value at the time of acquisi- 
tion.” The subsequent disposition of the property requires a determina- 
tion of the cost pursuant to section 113(a). Generally, the cost of a tax- 
able property dividend is taken to be the market value of the property at 
the time the dividend is received, the same value which was included in 
the gross income of the taxpayer. By analogy to the bargain purchase 
pattern, the cost of property received as a taxable dividend is equivalent 
to the outlay of cash required if the same property were purchased in the 
open market with the proceeds of a cash dividend. 

As noted in connection with the cost of “bargain purchase” property, 
the analysis lacks logical completeness with reference to the corporation- 
shareholder relation for the reason that there is no singular duty owing 
to the individual shareholder to declare dividends. The obligation, or 
creation of a debt owing to the shareholder, comes into being only after 
the Board of Directors of a corporation has declared a dividend. A divi- 
dend in kind to a stockholder may be said to cost him nothing, since he is 
not relinquishing anything in consideration of the dividend. On that view, 
it would seem that there is some validity in the theory that a taxable 


76 Jd. at 76. See also, Saltonstall vy. Comm’r, 124 F.2d 113 (C.C.A.1st 1941). 
7 LR.C. § 115(j): 
“If the whole or any part of a dividend is paid to a shareholder in any medium other 


than money the property received other than money shall be included in gross income at 
its fair market value at the time as of which it becomes income to the shareholder.” 
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property dividend has no cost, and that a basis of market value is allowed 
the shareholder simply to prevent double taxation thereof."* The receipt 
of a taxable property dividend, however, results in the realization of tax- 
able income by the stockholder. It must be recognized that the cost of a 
taxable distribution in kind is not the same necessarily as its cost in an 
economic or accounting sense. The tax detriment to the stockholder result- 
ing from the receipt of a property dividend should be taken into account 
in the determination of its cost. Consequently, the “cost” of a taxable 
property dividend generally is accepted to be its fair market value at the 
time of receipt. 

Because of the lack of requisite earning and profits, a corporate dis- 
tribution in kind may not result in a taxable dividend to the shareholder ; 
the distribution may serve only to reduce the basis of his stock."* Upon 
the subsequent disposition of that property by the shareholder what should 
be his “cost”? Even on a “tax cost” theory, there having been no income 
to report (the dividend being only a return of capital), it could be argued 
that his cost is zero. If the corporate stock is later sold by the shareholder 
the reduction in basis will operate to reduce any gain or increase any loss 
from the disposition. But so long as the stock’ is retained, the reduction 
in basis will not affect him adversely, unless there is some reflection in 
the basis of the property dividend. Since the property dividend does not 
give rise to taxable income at the time of distribution, but only reduces 
the basis of the stock upon which the dividend is declared, it would seem 
that there would be a stronger argument for the Commissioner’s limiting 
the basis of the property dividend to zero. 

The cost of a non-taxable property dividend (such as a stock dividend 
of common on common), on the other hand, bears no relation to the mar- 
ket value of the dividend property. The literal cost of a non-taxable 
property dividend is zero, whether a portion of the cost of the stock from 
which the distribution is made is allocated to the dividend stock, or whether 


78 This should be distinguished from the double taxation referred to in the case of a 
taxable exchange. Here, income is realized in the process of acquiring the dividend in 
kind. See, McCullough v. Comm’r, 153 F.2d 345 (C.C.A.2d 1946). 

79 T.R.C. § 115(d): 

“If any distribution made by a corporation to its shareholders is not out of increase in 
value of property accrued before March 1, 1913, and is not a dividend, then the amount 
of such distribution shall be applied against and reduce the adjusted basis of the stock 
provided in section 113, and if in excess of such basis, such excess shall be taxable in 
the same manner as a gain from the sale or exchange of property. 


The tax treatment of a distribution in kind and its effect on corporate “earnings and 
profits” has been fully discussed in Johnson, Corporation and Stockholder—Dividends 
in Kind, 1 Tax L. Rev. 86 (1945); Wallace, A Dissent, 1 Tax L. Rev. 93 (1945) ; 
Singer, Dividends Distributed in Kind, 3 Tax L. Rev. 250 (1948). 
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it is considered separately.*° But since at one time all stock dividends were 
considered immune from taxation * and the taxability of the various types 
of property dividends has never been satisfactorily clear,** income inuring 
from property dividends has often gone unreported. The effect of the 
erroneous omission on the determination of the “cost” of such property 
has been varied. 

The leading case on the meaning of “cost” of a stock dividend which 
had not been reported as income is Gowran v. Commissioner,** where the 
Supreme Court, in passing upon the cost of property acquired in this 
manner, held that the “cost is zero.” ** One of the interesting features 
of this case was that the Government’s contention as to cost lacked the 
equitable support that had been successfully relied upon in so many 
previous cases. The taxpayer was not even guilty of an “innocent mistake 
of law” inasmuch as the Revenue Act in effect at the time of the stock 
dividend in 1929 specifically exempted stock dividends from taxation.* 
Unaffected by the statutory exemption at the time of acquisition, Mr. Jus- 
tice Brandeis laconically stated that the stock cost the taxpayer nothing 
when he received it and that his cost was therefore zero when it was sold. 
In terms of rationale for Gowran’s failure to report income the decision | 
poses a problem different from that of the Salvage case.** Salvage had 
admittedly realized but had failed to report taxable income from the 
acquisition of property at a bargain price; his reliance was on the bar of 
the statute of limitations. 

If by the Gowran decision the Supreme Court adopted the view that the 
cost of property is confined solely to the amount of cash exchanged, the 
holding is certainly at variance with generally accepted principles. Such 
a position would result in double taxation of the same increment wherever 
gain is realized without a sale, e.g., in a bargain purchase. To attribute 
that view to the Court is, however, untenable. The Supreme Court appears 
rather to have maintained that subsequent statutory changes affecting 
recognition of gain at the time of acquisition, have no effect on the cost 
of such property; and so interpreted, the decision accords with that in the 
previous Salvage case. 


80 The same result as to the total cost is reached whether the cost of the shares is allo- 
cated proportionately to the “new” shares or whether the cost remains unchanged and 
the “new” shares take a cost of zero. The difficulty arises where there is a lack of con- 
sistency between the cost treatment of the “old” and “new” shares. 

81 Revenue Act of 1928, Sec. 115(£): “A stock dividend shall not be subject to tax.” 

82 See MAGILL, op. cit. supra note 60, c. 2. 

83 302 U.S. 238 (1937). 

84 Td. at 244, 

85 See note 81 supra. 


86 Helvering v. Salvage, 297 U.S. 106 (1935). 
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Prior to the Koshland *' and Gowran decisions the administrative prac- 
tice with respect to non-taxable stock dividends had been to apportion the 
cost of the old stock on which the distribution had been made between 
the old shares and the shares of dividend stock.** The theory of allocation 
is that the declaration of a non-taxable stock dividend is a mere prolifera- 
tion of the shareholder’s interest formerly represented by the old shares. 
In the Gowran case, however, the allocation formula was not followed. 

In the prior Koshland case the Supreme Court had held that a stock 
dividend of common stock on preferred stock resulted in the realization 
of income, but that such income was not taxed because of express pro- 
visions of the Revenue Act in force at the time of the dividend. Since 
there was no return of capital, reasoned the Court, the basis of the old 
stock could not be reduced by allocating a portion of it to the new divi- 
dend stock. It was not surprising that having thus turned away from the 
allocation formula, the Court held in the Gowran case, decided the follow- 
ing year, that under the same circumstances the new dividend stock could 
not absorb any part of the basis of the stock on which the dividend had 
been declared, and, therefore, its cost was zero. Standing by itself, the 
Gowran decision might have a different significance. But read in the light 
of the prior Koshland decision it reflects only the desire of the Supreme 
Court to maintain consistency. The immediate effect of these two de- 
cisions was to open the door to tax avoidance by the shifting of position 
as to the cost to be used in disposition of stock after the issuance of a 
stock dividend. But the tax avoidance possibilities engendered by these 
decisions were quickly snuffed by the enactment of section 113(a) (19), 
providing a symmetrical basis pattern for non-taxable stock dividends. 

The “cost” of a stock dividend was later considered in the Timken 
case * in the Sixth Circuit. There the taxpayer had received a dividend 
in stock of a subsidiary corporation, which properly should have been 
reported as dividend income. The failure to report income at the time of 
acquisition resulted in that Court’s holding that on the subsequent sale 
of the dividend stock the taxpayer’s basis was zero.** The seeming broad- 





87 Koshland v. Helvering, 298 U.S. 441 (1936). 

88 The practice has been uniform since Eisner v. Macomber, 252 U.S. 189 (1920). 

89 Revenue Act of 1939, Sec. 113(a) (19). 

90 Section 113(a)(19) re-established the allocation formula as to the old and new 
shares. Protection was afforded, however, by only applying the section in those cases 
in which there had been a reduction in basis of the old shares. 

91 Timken v. Comm’r, 141 F.2d 625 (C.C.A.6th 1944). 

®2Tt is noteworthy that as a result of the dividend the taxpayer had reduced his in- 
vestment account in the subsidiary corporation and increased his account in the parent- 
distributing corporation. As to the effect of these adjustments on the cost of the stock, 
the Court merely said: 

“But this of itself did not show that the Axle Company stock had cost him anything or 
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ness of the proposition established in the Gowran case had apparently 
misled the Sixth Circuit. In the Gowran case the stock dividend, while 
constitutionally taxable, did not result in a realization of taxable income 
because of a then existing statutory proscription.** In Timken, however, 
the dividend of stock in a subsidiary corporation was taxable income 
which, on advice of counsel, Timken had not reported. 

Leaving aside for the moment the effect of a failure to report income 
in the Timken case, the “cost’’ of a stock dividend which does not result 
in a realization of taxable income and the “cost” of a stock dividend 
which does, should not be the same. In the first instance, what has been 
received is merely a change of form of the original capital investment ; 
any recovery in excess of the cost of the old shares on which the stock 
dividend was declared should be recognized as income, whether an appor- 
tionment of cost is made between the old and new shares or whether the 
cost of the dividend stock is deemed to be zero. In the case of a taxable 
stock dividend the taxpayer receives property which gives rise to new 
rights and interests, something apart from the original capital investment. 
To that extent there has been a realization of income on the original 
capital investment which is subject to tax. Generally, the cost of this type 
of stock dividend is likened to the receipt of a cash dividend which the 
shareholder has utilized to acquire “new’’ shares on the open market, that 
is, the cost is the fair market value at the time of acquisition. Despite the 
fact that the value of the dividend in kind does not serve, as does the 
advantage gained on a bargain purchase, to measure something other than 
its own worth, the cost of such a dividend is well established as the market 
value. Prior to the Timken decision, the Board of Tax Appeals had dis- 
tinguished, on a similar state of facts, an unreported taxable dividend 
from the “stock” dividend in the Gowran case.™* 

Cost is Zero. The succinct phrase in the Gowran case (“cost is zero’’) 
has attracted many superficial converts. A recent example of the loose 
acceptance of the “cost is zero” concept is found in Therese C. Johnson,” 
negative the inference that it did not. Book entries are at most only evidential, they are 
not conclusive.” 


In the same connection, see the contention of the dissent in Therese C. Johnson, cited 
note 95 infra. 

93 See note 81 supra. 

94 John H. Cook, 38 B.T.A. 651 (1938). But cf. R. C. Frampton, 1941 P-H B.T.A. 
Memo. Dec. ff 41,115. 

957 T.C. 465 (1946), rev’d on another issue, 162 F.2d 844 (C.C.A. 6th 1947). The 
taxpayer-lessor had not reported income arising from the return of improved property 
from her lessee between the period after the Bruun decision by the Supreme Court and 
the effective date of the enactment of I.R.C. § 22(b)(11). The Tax Court rejected the 
cogent analysis of the Fourth Circuit in Greenwood Packing Plant (cited note 98 infra), 
where the Court had said at 789: 


“In Helvering v. Gowran, supra, the circumstances permitted no choice as to the point 
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where the Tax Court regarded the Supreme Court decision in Detroit 
Edison Co. v. Commissioner ** as requiring the determination that the 
taxpayer’s cost was zero. The Detroit Edison case involved the question, 
for purposes of depreciation under section 114 of the Code, of the cost 
of property contributed by customers. The contribution being regarded 
as in the nature of a subsidy payment,” the taxpayer did not realize 
income when the property was acquired. The cost basis for purposes of 
depreciation was consequently held to be zero. This holding by the Su- 
preme Court is quite consistent with the position previously taken in the 
Gowran case. Both cases dealt with fact patterns in which no income 
was realized upon receipt of the property. 

The factual problem presented in Therese C. Johnson had been pre- 
viously considered by the Fourth Circuit Court of Appeals and decided 
in favor of the taxpayer.** But the majority in the Johnson case con- 
sidered this disposition (Greenwood Packing Plant v. Commissioncr) 
supplanted by the Supreme Court’s decision in Detroit Edison Co. The 
rationale of the latter case did not require an invalidation of the holding 
in Greenwood Packing Plant. In Greenwood Packing Plant the taxpayer 
had (under then existing law) realized income when property was returned 
from its lessee with improvements thereon and had not reported it; in 
Detroit Edison the taxpayer had not realized income when the property 
was acquired. The dissenting opinion of Judge Hill in the Johnson case 
lucidly distinguishes a situation where income is realized at the time of 
acquisition from that where the acquisition does not result in taxable in- 
come. This distinction has force whether or not income is reported in 
the first instance.** In the case where taxable income has not been reported 
in the barred year of acquisition, the refusal to allow a stepped-up basis 
is clearly an indirect assault upon the supposed harshness of the statute 
of limitations. In the process the meaning of “cost” is further confused. 
A common understanding of the term thus becomes more remote than ever. 





of time when taxable income was received, since the stock dividend as such was 
exempt from taxation, and the gain to the taxpayer would have escaped taxation alto- 
gether had it not been recognized upon the subsequent sale of the stock. But it is more 
important to bear in mind that the system of taxation embraced in the income tax 
statutes does not permit a taxpayer to report income at will in any year he may select, 
but requires him to report it in the year in which it is received. This is the fundamental 
rule and any variation of it is due to special circumstances.” 


No estoppel was allowed here, since the corrective application of section 3801 of the 
Code was available to the Commissioner. 


96 319 U.S. 98 (1943). 
®7 Edwards v. Cuba R. Co., 268 U.S. 628 (1925). The analogy between “consumer 


contributions” and a subsidy payment might be questioned. 
98 Greenwood v. Comm’r, 131 F.2d 787 (C.C.A.4th 1942). 
997 T.C. 465, 477: 


“The Detroit Edison case is distinguishable on the fundamental ground that none of 
the taxpayer’s income was invested in the improvements sought to be depreciated. . . .”' 
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CoNCLUSION 


The epigrammatic statement in section 113(a) of the Code with respect 
to cost leaves open the meaning to be attributed to that term. But it would 
seem that any inclusive method for computing gain or loss would require 
fixed and invariable standards for establishing “cost.” Where there has 
been a failure to report income in a year that is barred by the statute of 
limitations the cost of the property acquired in an “income producing” 
transaction has been subjected to many interpretations. Erroneous re- 
porting of income realized when the property was acquired is hardly a 
valuable factor in defining the term. The “cost” of property in a given 
instance may be irrevocably linked with the possible realization of income 
when acquired ; but whether that income is properly reported should have 
no bearing on the determination of cost. 

The enactment of section 3801 *” has had the effect of minimizing the 
problem of the inconsistent treatment of transactions which are in part 
barred from reconsideration. Section 3801 does not eliminate the problem 
entirely ; for example, it does not apply to property acquired prior to 1932. 
But the use of section 3801 to correct an erroneous “basis” transaction 
does not do violence to any accepted definition of cost; the correction is 
made by re-opening the barred year as to the single item in question and 
redetermining the correct tax liability for that year. Altering the defini- 
tion of cost to achieve the same purpose does not assure equally equitable 
results.*** It is noteworthy that the decisions which distort the concept of 
cost do not argue “tax benefit” in dollars and cents; no court will admit 
re-opening what the statute of limitations has laid to rest. And where 
the Commissioner, barred by the statute, attempts to deny the higher 
basis upon disposition, the answer is that the statute of limitations pre- 
supposes the possibility of errors and was intended to foreclose untimely 
reconsiderations. 


100 Revenue Act of 1938, Sec. 820. 
101 See discussion under Effect of Section 3801, supra. 
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Dissents And Concurrences 


Wherein the Silverson and Rudick Plans Differ. Mr. Silverson’s note- 
worthy article * persuasively demonstrates the desirability of some mechanism 
which will mitigate the inequitable tax treatment now suffered by persons— 
most of them professional people—whose lifetime income, if plotted on a 
year-by-year chart, resembles a parabola. It also shows plainly that an earned 
income credit is not an adequate solution and that extension of the existing 
pension trust provisions (of sections 165 and 23(p)) to partners and indi- 
vidual proprietors would be equally inadequate.* 

In principle, I completely agree with that part of Mr. Silverson’s proposal 
which would allow an individual a deduction for amounts set aside (within 
certain limits measured by earned net income) in his own individual ‘pension’ 
fund. My departure from Mr. Silverson’s plan is at the point where he re- 
quires that the fund be perforce invested in a special type of non-assignable, 
low interest-bearing United States government bond. It is this requirement 
which is the distinguishing’ feature of Mr. Silverson’s plan. 

In lieu of enforced investment in government bonds, I propose * that the 
fund to which the individual contributes should be treated in general like a 
section 165 employees’ trust, that is, the individual should be free to invest 
the fund in the same manner as a trustee of such a trust, i.e., in insurance, 
annuities, or securities of any type: ¢.g., government bonds, other bonds, 
preferred stocks or common stocks. 

The reasons for preferring private individual freedom of investment to 
mandatory investment in government bonds are as follows: 

1. Participants in section 165 plans are granted, albeit through a fiduciary, 
wide investment discretion: they are not limited to investment in government 
bonds. The trustees may invest in higher-yielding securities, in insurance, in 
annuities, and in speculative enterprises. There is no persuasive reason why 
non-participants in such plans should be denied the benefit of this privilege. 

2. Since the primary purpose of the plan is not security for the earner or 
his family—although that is, of course, one of the incidental objectives—but 
is rather partial equalization of the situation of one whose earnings first ex- 
pand and then decline with one whose income remains relatively stable, there 
is no cogent reason why investments should be confined to “safe” investments.‘ 


13 Tax L. Rev. 299 (1948). 

2In fact, extension of the pension trust provisions to partners and individual proprie- 
tors without more would aggravate rather than minimize the discrimination which 
presently exists against non-participants in such plans. 

8 See Rudick, More About Pensions for Partners: A Better Solution Than Pension 
Plans?, 33 A.B.A.J. 1001 (October 1947). 

4 There is evidence that investing exclusively in ‘gilt-edge’ investments is a very risky 
policy. Those who purchased government savings bonds ten years ago now find that 
in terms of purchasing power, not only have they lost their ‘interest,’ but some of their 
principal as well. 
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Social security is one thing and it is to be hoped that it will be ultimately 
widened to include the self-employed and other groups not now covered. But 
government paternalism need not and should not extend to providing for retire- 
ment income at levels above social security. So long as the plan affords a 
chance for building up retirement income and family protection, something 
now lacking for large numbers of taxpayers with relatively high incomes, it 
fulfills its function. 

3. The administrative burden under the Silverson plan would, I believe, 
be as great and perhaps greater than under my proposal. A sizable new group 
of government employees would be required to keep track of the bonds issued 
and redeemed, to withhold tax on redemptions, etc. Under my plan, the audit 
of individual returns would have to be expanded to include verification of con- 
tributions to and withdrawals from the private “trusts” but I doubt whether 
this would require the addition of as many revenue agents.* Moreover, the 
additional audit work could be minimized by requiring each taxpayer who 
took advantage of the plan to deposit his private investment fund with a 
bank or other financial institution as custodian or trustee, in which case the 
custodian or trustee would file an annual information return which would 
be all that would have to be examined by the revenue agent. 

4. The greatest disadvantage of the Silverson plan stems from the fact 
that investment in government bonds is a relatively sterile form of invest- 
ment (the non-assignability of the bonds would increase the sterility). We 
already have a tremendous proportion of our savings invested in govern- 
ment bonds and there is no reason why—once the danger of acute inflation is 
past—we should increase it. Investment in government bonds does not pro- 
vide a source of venture capital, and that is the kind of capital that tends, in 
the greatest degree, to promote and maintain high employment and con- 
sumption.’ Mr. Silverson’s suggestion that his plan would release funds for 
venture capital is specious. At present, in the case of an individual who 
manages to save a fraction of his earned income, there is something left to 
put into venture capital ; but under Mr. Silverson’s proposal much less, if any, 
would be left. For example, suppose an individual with a taxable net income— 
all earned—of $50,000. The federal tax on this amount at current rates is 
approximately $25,000, leaving $25,000 to spend or to invest. Under the 
Silverson proposal 15% of the income, $7,500, would be put into govern- 
ment bonds, the remaining $42,500 would be subject to a tax of approxi- 
mately $20,000, leaving a balance to be spent or invested of only $22,500. 


5 This is not to say that the scale of social security benefits should always remain at 
its present level. 

6 Only a small percentage of the total number of taxpayers would avail themselves of 
either plan. 

t Secretary of Commerce Harriman, testifying before the House Ways and Means Com- 
mittee on January 19, 1948, stated that the capital formation needs of the country can be 
and are being met; but members of the Committee confronted him with statements of 
other authorities to the opposite effect. See also, article by Sumner Slichter, Tax Formula: 
For Savers, Lower Levies, N.Y. Times Mag. Sec., Jan. 25, 1948, p. 13, and article by 
Leon Henderson, This Will Tax Your Credulity, Collier’s Magazine, Jan, 24, 1948, p. 18. 
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Mr. Silverson seems to think that because under his plan $7,500 would be 
put into government bonds, the taxpayer would feel less hesitant about specu- 
lating with the rest of his savings. But it seems clear to me that there would 
not be any savings left for speculative investment if his plan were adopted.® 

In the presentation of my own proposal ® I pointed out that like all govern- 
ment trust funds, the funds invested in government bonds under the Silverson 
plan would have to be used in one of three ways: either (a) they will be 
kept as idle cash balances; or (b) they will be used to pay off other obliga- 
tions of the Federal Government; or (c) they will be used for current ex- 
penditures of the Government. 

The economic consequences of uses (a) and (c) are obviously undesirable.*° 
Under use (b), the national debt remains the same, although there may be 
a reduction in the interest burden by reason of the fact that the debt retired 
might carry a higher rate of interest than the debt incurred. This possible 
result of the plan is not likely to appeal to banks and insurance companies. 
Mr. Silverson suggests that use (b), the least objectionable of the three 
possibilities, could be made mandatory by legislation. However, even if this 
were done, there is always the possibility that the legislature under the stress 
of revenue demands (we may be sure that the demands will tend to keep pace 
with collections) would relax the requirement. Where the funds are present 
there is the temptation to spend them and should the Congress yield to that 
temptation the national debt would be enlarged ; and the additional indebted- 
ness thus incurred must ultimately be paid off with funds raised by taxation, 
just as the huge social security obligations which have been incurred under 
the Social Security Act must in the end be paid by taxes. However, in the 
latter case, the recipients of social security will not, by and large, be paying 
the taxes which go to defray the cost of paying the social security benefits 
whereas, under the Silverson proposal, it might well be that the very persons 
to whom the bonds are payable will themselves contribute, through taxation, a 
part of the amounts needed to pay off the indebtedness. 

While compulsory investment in government bonds may have a momentary 
attraction because of the present inflationary period, it is fair to assume that 
in normal periods—and we have to assume that inflation is not normal—the 
investment in government bonds will have a pronounced deflationary effect and 
tend to be an adverse factor in attaining the stable high level of economic 
activity to which we aspire. In a period of depression, investment of a sub- 
stantial amount of income in government bonds would probably have a pro- 
nounced deflationary effect and thus tend to accentuate the depression. 

Most of the authoritative commentators on tax policy are generally agreed 


8In Fortune for January 1948, p. 66, there is an article entitled $25,000 A Year: A.D. 
1948, in which the situation of seven families in United States metropolitan centers with 
incomes of $25,000 per year is examined. It was found that these families—also another 
one with almost double the income—had no income left for speculative investment. 
® Supra note 2. 

10 For reasons stated in my A.B.A.J. article, supra note 2. 
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that to aid in maintaining a stable economy and a high level of employment, 
the tax system should at the same time encourage both investment and con- 
sumption. Many spokesmen for the industrialist class stress the investment 
factor, while the spokesmen for the labor organizations emphasize the con- 
sumption factor. In fact, they are both right. Measures to stimulate invest- 
ment will not attain their objective unless the purchasing power of the masses 
is also enlarged to enable the masses to purchase the products of increased 
investment, and measures to stimulate consumption will reach their goal only 
if persons are encouraged to invest and increase production of the things that 
people want to consume. Without such an enlarged production the prices of 
goods which consumers want will increase so that in the end the masses’ pur- 
chasing power, in terms of goods as distinguished from dollars, will not have 


been increased. 
—Harry J. Rupick * 


* Professor of Law, New York University School of Law and partner of Lord, Day 
& Lord. 








SEIDMAN’s LEGISLATIVE History OF 
Excess Prorits Tax Laws, 1946- 
1917. By JosEPH s. SEIDMAN. New 
York: Prentice-Hall, Inc., 1947. Pp. 
x, 414. $15.00. 


Contrasted with the invaluable aid 
furnished to tax practitioners by his 
comparable work on the federal in- 
come tax, Joseph S. Seidman’s new 
book leaves a feeling that it is “love’s 
labor lost.” With a few comparatively 
unimportant exceptions, Mr. Seid- 
man’s work throws little light upon 
the legislative intent in the drafting 
and enactment of the controversial 
provisions of the excess. profits tax 
laws in effect during World War II. 
This is due not to any lack of diligence 
or painstaking research, both of which 
are as abundantly present as in the 
earlier work, but solely to the absence 
of critical analysis by our legislators 
of the complex provisions of the war- 
time bills. 

It appears from Mr. Seidman’s 
work that some of the most frequently 
litigated provisions of the Act evoked 
no Congressional comment at all or, 
at best, merely general statements 
which cast no light upon the intent of 
the legislators. Section 719(a) defin- 
ing borrowed capital for excess profits 
tax purposes has been most prolific 
of litigation. Two eminent Circuit 
Courts reached diametrically opposing 
conclusions ' as to Congress’ intent in 
the adoption of the language of this 
section—and there is practically no 


1 Brewster Shirt Corporation v. Comm’r, 
159 F.2d 227 (C.C.A.2d 1947); Consoli- 
dated Goldacres Co. v. Comm’r, 16 LW 
2315 (C.C.A.10th 1947). 








Book Reviews 


history to show what, if anything, 
Congress did think when it enacted 
the legislation. One of the most con- 
troversial problems in construing the 
legislation is the interdependence or 
mutual exclusiveness of the various 
relief provisions such as_ sections 
713(e), 713(£), 721 and 722.2 There 
is no Congressional report or debate 
to furnish a guide. 

These comments are not intended 
to disparage Mr. Seidman’s work or 
to reflect upon the sincerity, industry 
or intelligence of our Congressmen 
and Senators during the war years. 
The excess profits tax law was hastily 
drawn and enacted to meet the finan- 
cial needs of a war economy. Con- 
gressional Committees, .as is natural, 
were more concerned with the rates 
and general provisions of the Act, 
its impact upon our economy and the 
income to the Government, than in 
careful draftsmanship of a very com- 
plex and extremely burdensome law. 
Further, before there could be any 
volume of litigation construing the 
Act, the war emergency had ceased 
and the excess profits tax had been 
repealed. 

The clearest examples of Congres- 
sional intent in the tax field are 
furnished when Congress amends the 
income tax law to meet situations cre- 
ated by new court decisions or Trea- 
sury regulations. Such opportunities 
have not yet been presented in the 
case of the excess profits tax. Thus, 
though we most likely do not face as 
extended an aftermath of tax litiga- 


2 Stimson Mill Company v. Comm’r, 163 
F.2d 269 (Adv. Ops.) (C.C.A.9th 1947). 
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tion as resulted from the legislation 
of World War I, the outlook is not 
promising ; tax lawyers and account- 
ants will probably be plagued for 
years by questions involving the cor- 
rect interpretation of various provi- 
sions of the excess profits tax (1940- 
43 vintage), particularly sections 721 
and 722. It is obviously unhealthy, 
financially and economically, to have 
unsettled for a decade or more im- 
portant tax questions which may well 
determine the solvency of numerous 
businesses. 

Mr. Seidman’s work indicates that 
many uncertainties in interpretation 
which will result in long drawn-out 
tax litigations, are traceable, in part, 
to the lack of evidence, in Congres- 
sional reports or in debates, of the 
intent of the legislators. This weak- 
ness must almost inevitably feature 
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any temporary tax legislation enacted 
during an emergency. In view of the 
overwhelming force of the impact 
upon business of any tax which ap- 
propriates to the Government 90% 
or 95% of a major portion of busi- 
ness profits, the legislative process 
thus far employed does not seem ade- 
quate. A peace-time, more deliberate 
study of war tax legislation would 
seem appropriate. With the back- 
ground of this work, supplemented by 
such additional studies as may be 
prepared during the period immedi- 
ately preceding enactment, we may, 
in the next emergency, be given tax 
legislation of greater clarity and ad- 
ministrative effectuality. 
—RayMonp T. HEILPERN * 
* Member of the New York Bar and 
partner of Krause, Hirsch, Levin & 
Heilpern. 
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Preface 


po following article has been sorely needed by those who have occasion 
to make or apply tax decisions. We must usually concentrate our atten- 
tion on some limited question or circumscribed topic involved in advice 
to a client or in the handling of a litigation, and so under the circumstances 
of daily practice the focus of our thinking tends to become increasingly 
narrow. We turn abruptly from one area of tax jurisprudence to another, 
not in obedience to any system of logical sequence but in conformity to 
the practical requirements of the problems before us. Sooner or later, 
however, we shall lose our way unless we see how the individual trees fit 
into the forest. 

Mr. Eisenstein’s article has remarkable practical value because it serves 
the purpose of orientation. Manifestly, it is a fine piece of scholarly 
analysis. The author has thoroughly mastered his materials, and has 
executed a rare feat of organization. But what is much more important: 
by showing us just where we started and just what road we have traversed, 
the study makes clear where we now stand and in what direction we can 
expect to head. 

With respect to the estate tax, the practitioner has no greater need. 
Estate tax liability arises in connection with the happening of an event 
which (short of suicide, which the practitioner can hardly urge upon his 
client even as a means of tax avoidance) is unpredictable in point of time 
and therefore uncertain in point of applicable tax law. The consequences 
of advice given today may not become evident for decades or even gen- 
erations to come. Thus it is that when confronted with an estate tax 
problem, the practitioner needs to project himself most courageously and 
understandingly into the future. Death is certain but there would be no 
such thing as life insurance if its eventual date of occurrence were not so 
very uncertain. 

Mr. Eisenstein’s article could hardly have appeared at a more propitious 
time. Now that the Advisory Committee’s proposal for integration and 
correlation lies on the legislative table awaiting action, a critical history of 
the experience during the past thirty-two years ought to engender wise 
decisions and expert draftsmanship. And when a new statute does emerge, 
the signposts to which Mr. Eisenstein calls our attention will indicate its 
predictable incidence and interpretation. 

These days scholarly articles are frequently relied upon in opinions of 
the courts. That may be because the judges agree with a particular author 
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even when some of us do not. Sometimes it is the expository style that 
appears to invite attention; Mr. Eisenstein’s, for example, is unusually 
readable. In any event, any one interested in tax law who begins this 
article will read it through and will be better equipped to discern the path 
of future doctrine. 





—THuHE EpiTor-1IN-CHIEF 














Estate Taxes And The Higher Learning 
Of The Supreme Court 


LOUIS EISENSTEIN 


“Why is this thus? What is the reason of this thusness?” 
ARTEMUS Warp, Lecture on the Mormons. 


I. A PRELIMINARY NOTE ON JUDICIAL LEGISLATION 


poe whom the estate tax touches are inclined to be sensitive. They 
are the chosen few whose ability to succeed in life * is punishable at death.* 
Those who survive are likewise sensitive, for sentence is carried out at their 
expense. At times they have desperately supposed that the Constitution 
is equally distressed. It is frequently assumed that an unpleasant statute 
is void as long as the Constitution stands and the Supreme Court sits.° 
Usually, but not often enough, the Court has refrained from so unkind a 
thought. At present we may infer that the Court will refrain more than 
ever. Even courts manage to change, and legislative sin has become rather 
difficult to prove if still rather easy to suspect. 

But the statute may soothe and comfort when the Constitution fails to 
oblige. Though the statute at first looks incurably hostile, it may in the 
end be a generous friend. Words may be so read that they fail to mean 
what they seemed to mean before they were so read. The estate tax has 
been compelled to illustrate that a statute need not do as much as it 
threatens to do. If, however, we would be enlightened by the decisions, 
Constitution and statute should not be appraised in complete isolation 
from each other. In the eyes of unblemished principle the question whether 
Congress may impose a tax under certain circumstances is different from 
the question whether Congress has imposed the tax under the same cir- 
cumstances.‘ On the other hand, the Supreme Court’s understanding of 
a statute may naturally be influenced by its understanding of the Con- 
stitution.® In estate taxation the Court’s meditations on legislative deeds 


Louis EIsENSTEIN is a member of the New York Bar, associated with Paul, Weiss, 
Wharton & Garrison. 

1 The concept of ability to succeed includes the capacity to inherit wisely and well. 

2 At present the estate tax touches “only about 1 percent of those who die in adult age.” 
PAuL, TAXATION FoR Prosperity 308 (1947). 

8 See THayer, Lecat Essays 158-59 (1908). 

4 See, e.g., Helvering v. Griffiths, 318 U.S. 371, 394 (1943); Helvering v. Fuller, 310 
U.S. 69, 75 (1940) ; Helvering v. Grinnell, 294 U.S. 153, 156 (1935) ; Burnet v. Wells, 
289 U.S. 670, 678 (1933) ; Burnet v. Guggenheim, 288 U.S. 280, 285 (1933). 

5 See, e.g., Lucas v. Earl, 281 U.S. 111, 114 (1930); United States v. Robbins, 269 
U.S. 315, 327 (1926) ; Irwin v. Gavit, 268 U.S. 161, 166 (1925): See further Part IV. 
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have amply reflected its more solemn meditations on the disturbing dis- 
tinction between deeds and misdeeds. For a while the Constitution seemed 
to ordain that revenue which was evidently due was really not due at all. 
The damage was done when it finally appeared that the Constitution was 
blameless in the entire affair. 

Cause and effect might be too easily obscured unless we probed a little 
deeper. As usual the transient constitutional notions derived from the 
attitudes, revealed and concealed, of those Supreme Court Justices whose 
private prejudices became public law. Eventually the same attitudes would 
have taken care of the statute without the aid of judicial review. In taxa- 
tion it is particularly true that Congress imposes and the Court disposes. 
“There is no use in thinking great thoughts about a tax problem,” Dean 
Griswold advises, “unless the thoughts are firmly based on the controlling 
statute.” ° The Supreme Court disagreed; and so “great thoughts” in- 
vaded the law reports without the benefit of statute. The reading of a 
statute should, of course, be more than a mere vindication of a preferred 
dictionary definition. Judge Learned Hand has admonished us not “to 
make a fortress out of fhe dictionary.”* “There is no more likely way 
to misapprehend the meaning of language—be it in a constitution, a 
statute, a will or a contract—than to read the words literally, forgetting 
the object which the document as a whole is meant to secure.” * In Judge 
Hand’s felicitous phrasing, the interpretative process is “the art of pro- 
liferating a purpose which is meant to cover many occasions so that it 
shall be best realized upon the occasion in question.” ° Yet if one does 
not end with the words of a statute, one should certainly begin there.” 


6 GriswoLp, CASES AND MATERIALS ON FEDERAL TAXATION 14 (2d ed. 1946). 

7 Cabell v. Markham, 148 F.2d 737, 739 (C.C.A.2d 1945), aff’d, 326 U.S. 404 (1945). 
Cf. Griffiths v. Comm’r, 308 U.S. 355, 358 (1939). 

8 Central Hanover Bank & Trust Co. v. Comm’r, 159 F.2d 167, 169 (C.C.A.2d 1947). 

® Brooklyn National Corp. vy. Comm’r, 157 F.2d 450, 451 (C.C.A.2d 1946), cert. denied, 
329 U.S. 733 (1946). See Cox, Judge Learned Hand and the Interpretation of Statutes, 60 
Harv. L. Rev. 370 (1947). It is not surprising, though tax lawyers are still surprised, that a 
word or phrase may have diverse meanings in diverse contexts. See Burnet v. Chicago Por- 
trait Co., 285 U.S. 1, 5 (1932) ; United States v. Stewart, 311 U.S. 60, 69 (1940) ; Hel- 
vering v. Hammel, 311 U.S. 504, 507 (1941); Helvering v. Northwest Steel Mills, 311 
U.S. 46, 50-51 (1940) ; Higgins v. Comm’r, 312 U.S. 212, 217 (1941). The “dictionary” 
approach is not far removed from the so-called “plain meaning” rule. Cf. Eisenstein, 
Some Iconoclastic Reflections on Tax Administration, 58 Harv. L. Rev. 477, 515 et seq. 
(1945). 

10 See Frankfurter, Some Reflections on the Reading of Statutes, 47 Cor. L. Rev. 527, 
535 (1947). This paper is considerably scarred by labored efforts to minimize the creative 
function of judges when they read and apply statutes. The attempt is as unsatisfying as 
it is unwisely quixotic. Compare, for example, Mr. Justice Frankfurter’s opinion in 
Bazley v. Comm’r, 331 U.S. 737 (1947). For a more enlightening and candid discussion, 
see Frank, Words and Music: Some Remarks on Statutory Interpretation, 47 Cor. L. 
Rev. 1259 (1947). 
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The Supreme Court was too concerned with the end to be sufficiently 
concerned with the beginning. 

In less than ten years there quickly emerged a group of principles, 
culled ostensibly from both Constitution and statute. Then the Court was 
renovated and the principles were revised. Already, however, the prin- 
ciples were not a wholly congenial group, each on the best of terms with 
the others. The Court lacked the time and inclination to generalize con- 
sistently. “Even if time were adequate, the case, as it comes before a 
court, is specific, concrete, the general shrouded in particulars. With the 
mind directed to these particulars, inevitably it will happen, in view of the 
limitations of human vision, that the universal element will sometimes be 
lost sight of in its wrappings, the larger truth ignored, though it fills the 
background of the landscape, because our eyes are fixed on the smaller 
one that lies before us at our feet.” ** In answering the questions of the 
present, the Court did not always remember the answers of the past. 

Rumors persist that the failure to abide by earlier opinions is a per- 
nicious practice of a recently reconstructed Court. In the good old days, 
the rumors add, consistency was an honored virtue and the Court behaved 
as good courts should. Surprising as it may seem, in those “dear, dead 
days, not beyond recall,” *® the ideal of pleasurable symmetry was not 
uniformly revered.** If the Court did not confess to discrepancies, the 
discrepancies were still there. They may not have been noticed because 
they were not displeasing. Consistency is not honored as a mere abstrac- 
tion.** But inconsistencies there will always be until tax law comes to a 
halt in a world which refuses to stand still. “Nothing is stable. Nothing 
absolute. All is fluid and changeable.” *° 


II. TRANSMISSIONS, DUE PROCESS AND RESERVED POWERS 


If we consult practical economics instead of the law books, the estate 
tax is a plain-spoken capital levy. Upon the death of one whom political 


11 Carpozo, THE GRowTH OF THE LAw 5 (1924). Cf. Eisenstein, Some Iconoclastic 
Reflections on Tax Administration, 58 Harv. L. Rev. 477, 525 (1945). 

12 Cf. Paul, The Place of the Courts in the Taxing Process, Proc. Nat. Tax Ass’N 
(1946) 462, 464. 

18 Cases were even overruled. Sce, for example, Farmers Loan & Trust Co. v. Minne- 
sota, 280 U.S. 204 (1930), overruling Blackstone v. Miller, 188 U.S. 189 (1903), which 
was later revived in State Tax Commission v. Aldrich, 316 U.S. 174 (1942). For an 
exhaustive 1 st of reversals in the happier days, see Burnet v. Coronado Oil & Gas Co., 
285 U.S. 393, 406-09 (1932). 

14“The taxpayer often complains loudly about the uncertainty generated by the Court's 
departures from stare decisis, but it is usually found to be such stuff as smoke screens are 
made of.” Nash, What Law of Taxation? 9 Forp. L. Rev. 165, 169 (1940). Cf. id. 
at 193. 

15 Carpozo, THE NATURE OF THE JUDICIAL Process 28 (1921). 
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authority has designated as a taxable decedent, that authority steps in and 
appropriates a portion of his worldly goods. It so happens that a federal 
tax on the ownership of property would provoke a serious constitutional 
crisis. A tax on ownership is a direct tax, and a direct tax is forbidden 
fruit unless gathered in the several states in proportion to their respective 
populations.* The crisis has been avoided because the Government takes 
its share when the owner passes away and his property passes along. The 
Supreme Court has therefore been able to say, without undue embarrass- 
ment, that the tax is imposed on neither the property nor its ownership, 
but on a certain event occasioned by death and affecting the property. 
“A tax laid upon the happening of an event, as distinguished from its 
tangible fruits,” the Court has said, ‘is an indirect tax,’’* which need 
only apply throughout the United States whenever the event occurs.® 
What is the precise nature of the “event”’ which renders the estate tax 
so conveniently indirect? To quote from a few of the many pages in 
Knowlton v. Moore,* death duties “concern the passing of property by 
death” and “are universally deemed to relate, not to property eo nomine, 
but to its passage by will or by descent in cases of intestacy, as distinguished 
from taxes imposed on property, real or personal as such, because of its 
ownership and possession.” The subject of death duties is “the power to 
transmit or the transmission or receipt of property by death.” Or stated 
slightly differently, they are sustained by “the principle that death is the 
generating source from which the particular taxing power takes its being, 
and that it is the power to transmit, or the transmission from the dead to 
the living, on which such taxes are more immediately rested.” ° Mr. Justice 





1 See U. S. Const. Art. I, §2, cl. 3, and §9, cl. 4; Nicol v. Ames, 173 U.S. 509, 518 
(1899) ; Knowlton v. Moore, 178 U.S. 41, 81, 82 (1900) ; Flint v. Stone Tracy Co., 220 
U.S. 107, 150, 162 (1911); Brushaber vy. Union Pac. R. R., 240 U.S. 1, 14, 19 (1916) ; 
Bromley v. McCaughn, 280 U.S. 124, 136 (1929) ; Fernandez v. Wiener, 326 U.S. 340, 362 
(1945). Cf. Dawson v. Kentucky Distilleries Co., 255 U.S. 288, 294 (1921). 

2 Tyler v. United States, 281 U.S. 497, 502 (1930). 

3 See U. S. Const. Art. I, §8, cl. 1; Nicol v. Ames, 173 U.S. 509 (1899) ; Knowlton v. 
Moore, 178 U.S. 41 (1900) ; Brushaber v. Union Pac. R. R., 240 U.S. 1 (1916) ; Florida v. 
Mellon, 273 U.S. 12 (1927); Steward Machine Co. v. Davis, 301 U.S. 548 (1937) ; 
Fernandez v. Wiener, 326 U.S. 340 (1945). Cf. Poe v. Seaborn, 282 U.S. 101, 117 
(1930). But compare the constitutional views of Field, J., in Pollock v. Farmers’ Loan & 
Trust Co., 157 U.S. 429, 592 et seq. (1895), catering to his personal views on a federal 
income tax. 

#178 U.S. 41 (1900). 

5 Id. at 47, 56, 57, 78. Prior to Knowlton v. Moore the Supreme Court had rationalized 
state death duties as an exercise of the power to regulate the devolution of property. See 
Mager v. Grima, 8 How. 490, 492-93 (U.S. 1849) ; United States v. Perkins, 163 U.S. 
625, 628 (1896) ; Magoun v. Illinois Trust & Savings Bank, 170 U.S. 283, 288 (1898) ; 
Holmes, J., dissenting in Chanler v. Kelsey, 205 U.S. 466, 479 (1907). Cf. Keeney v. 
New York, 222 U.S. 525, 533 (1912). This reasoning could not very well apply to the 
Federal Government, which lacks a plenary power over the devolution of property. The 
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Black has characterized death taxes as “excises imposed uporr the occasion 
of change in legal relationships to property brought about by death.” ° 
This laconic description, unlike the exhausting observations of Knowlton 
v. Moore, fails to mention a “transmission” from the dead to the living 
as the source of the “change in legal relationships.” But Mr. Justice 
Black’s reference to that opinion apparently implied that he did not intend 
to disagree.” 

Not every death duty qualifies as an estate tax, and so one question 
leads into another. What are the peculiar attributes, if any, of an estate 
tax? Here again we may turn with profit to Knowlton v. Moore. Accord- 
ing to Mr. Justice White, an estate tax is imposed on “the interest which 
ceased by reason of the death,” in contrast with a legacy or succession tax 
imposed on “the interest to which some person succeeds on a death.” ® 
If we now weave together the various strands of Mr. Justice White’s 
opinion, an estate tax is laid upon the transmission of property from the 
dead to the living and is measured by the aggregate value of the decedent’s 
transmitted interests. Death terminates and transfers values which com- 
bine to form a single tax base.° Though delineating the difference between 
an estate tax and a succession tax, Mr. Justice White seemed to regard 
both duties as resting upon the same “transmission” at death. The cessa- 
tion of an interest in the dead and the succession to that interest by the 
living were deemed the beginning and the end of the same short journey 


major achievement of Knowlton v. Moore was that it finally provided a firm constitutional 
basis for a federal tax. See New York Trust Co. v. Eisner, 256 U.S. 345, 348 (1921) ; 
Cahn, Time, Space and Estate Tax, 29 Gro. L. J. 677, 682 (1941). However, in Scholey v. 
Rew, 23 Wall. 331 (U.S. 1874), the Court had previously sustained a federal succession 
tax as a “plainly” valid excise. Cf. Nicol v. Ames, 173 U.S. 509, 521 (1899). Ironically, 
while the federal tax is not an incident of the regulation of inheritances, the regulation 
of inheritances is an incident of the federal tax. See Cahn, Federal Regulation of In- 
heritance, 88 U. or Pa. L. Rev. 297 (1940). “The national government helps to de- 
termine (1) how much can be bequeathed; (2) to whom; (3) at what time; and (4) in 
what form.” Jd. at 313. 

6 United States v. Jacobs, 306 U.S. 363, 367 (1939). 

7 Id. at 367. The Supreme Court has dwelt upon the “transmission” nature of death 
duties in allowing state death taxation of bequests to the United States and vice versa; 
state death taxation of federal securities and vice versa; and death taxation of tax- 
exempt property. See United States v. Perkins, 163 U.S. 625 (1896); Plummer v. 
Coler, 178 U.S. 115 (1900) ; Murdock v. Ward, 178 U.S. 139 (1930); Orr. v. Gilman, 
183 U.S. 278 (1902); Snyder v. Bettman, 190 U.S. 249 (1903); Greiner vy. Lewellyn, 
258 U.S. 384 (1922); United States Trust Co. v. Helvering, 307 U.S. 57 (1939). 
But cf. Oklahoma Tax Commission v. United States, 319 U.S. 598 (1943). 

8178 U.S. at 49, 77. The few federal death duties preceding the estate tax were 
generally legacy and succession taxes. See id. at 50; Federal and State Death Taxes, 
REPORTS TO THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION (1933) 41; West, 
THE INHERITANCE TAX 87 et seq. (2d ed. 1918). 

® See Chase National Bank v. United States, 278 U.S. 327, 334 (1929). 
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as the property moved from one to the other. Each termination was 
complemented by a succession.*® 

Despite deviations in phrasing, later opinions have generally adhered 
to Mr. Justice White’s definition of an estate tax. Mr. Justice Holmes 
stated that the tax is “on the right to transmit, or on the transmission at 
its beginning.” ** Then he wrote that the tax is imposed on “a transfer 
of his net estate by a decedent,” and “‘comes into existence before and is 
independent of the receipt of the property by the legatee;” ** it “is on the 
act of the testator not on the receipt of property by the legatees.” ** 
Mr. Justice Stone viewed the tax as “on the privilege of transferring the 
property of a decedent at death, measured by the value of the interest 
transferred or which ceases at death.” ** Mr. Justice Black has spoken of 
“an excise imposed upon the transfer of or shifting in relationships to 
property at death.” ** Mr. Justice Frankfurter has thought that the estate 
tax hits “an exercise of the privilege of directing the course of property 
after a man’s death.” *° The tax has also been appraised as a levy on the 
decedent’s “transfer of an estate,” *” or his “privilege of transmission,” ** 
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10 Cf. Stebbins v. Riley, 268 U.S. 137, 144 (1925): “There are two elements in every 
transfer of a decedent’s estate; the one is the exercise of the legal power to transmit at 
death ; the other is the privilege of succession.” In Frick v. Lewellyn, 298 Fed. 803, 810-11 
(W. D. Pa. 1924), aff'd on other grounds, 268 U.S. 238 (1925), it is obscurely said: 
“Estate taxes are based on the power to transmit or the transmission from the dead to 
the living, while legacy or inheritance taxes are based on the transmission or the right to 
receive the property in question.” 

11 New York Trust Co. vy. Eisner, 256 U.S. 345, 349-50 (1921). 

12 Edwards v. Slocum, 264 U.S. 61, 62 (1924). Cf. H. R. Rep. No. 922, 64th Cong., 
Ist Sess. 5 (1916); 53 Conc. Rec. 10657, App. 1942 (1916); Riggs v. del Drago, 317 
U.S. 95, 98 (1942). 

13 Ithaca Trust Co. v. United States, 279 U.S. 151, 155 (1929). See, however, Helver- 
ing v. Safe Deposit & Trust Co. of Baltimore, 316 U.S. 56, 65 (1942), discussed in 
PauL, SUPPLEMENT TO FEDERAL EstaTE AND Girt TAXATION §9.16 (1946) ; Eisenstein, 
Estate Taxes and Powers of Appointment: I, 52 Yate L. J. 296, 306 (1943). 

14 Chase National Bank v. United States, 278 U.S. 327, 334 (1929). See also Reinecke 
v. Northern Trust Co., 278 U.S. 339, 347 (1929) ; Heiner v. Donnan, 285 U.S. 312, 333 
(dissent) (1932). 

15 United States Trust Co. v. Helvering, 307 U.S. 57, 60 (1939). 

16 Estate of Rogers v. Comm’r, 320 U.S. 410, 413 (1943). Cf. Whitney v. State 
Tax Commission, 309 U.S. 530, 538 (1940). 

17 Y.M.C.A. v. Davis, 264 U.S. 47, 50 (1924). Citing Knowlton v. Moore, the opinion 
also defined the estate tax as imposed on “the interest which ceased by reason of the 
death.” A “transfer” and “cessation” referred to the same taxable subject. See further 
Fernandez v. Wiener, 326 U.S. 340, 352 (1945), discussed in Part VIII. 

18 Saltonstall vy, Saltonstall, 276 U.S. 260, 270 (1928). Compare the dissenting opinion 
of Roberts, J., in Coolidge v. Long, 282 U.S. 582, 608, 609 (1931), contrasting an 
excise “on the privilege of transmission” and an excise “on the privilege of reception.” 
“The one is collected on the transfer of his estate by a decedent; it taxes not that to 
which some person succeeds upon a death, but that which ceased by reason of death... . 
The other is laid on the right to become beneficially entitled to property on the death of 
its former owner.” 
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or his “exercise of the legal power to transmit at death.” #* Presumably 
these observations were diverse descriptions of the same thing and not a 
tacit criticism of Knowlton v. Moore. Nevertheless the lessons of that 
opinion had to be extensively supplemented if they were to cope with 
unpleasant realities. 

Mr. Justice White had been primarily concerned with property which 
moves along via bequest, devise or intestacy.*® But the estate tax would 
soon have little to do if its sights were so narrowly confined. In under- 
standable self-defense the tax has been sensitively aware of property 
interests which do not pass by testate or intestate succession.** Measures 
of defense have been met by a strategy of attack, and the methods of 
warfare never seem to change. It has been charged that there is no “trans- 
mission from the dead to the living,” no matter what Congress may say 
or do as if the contrary were true; and hence the additional liability is 
really a direct tax which is invalid for lack of apportionment.*” Another 
charge of comparable popularity has invoked the blessing of due process. 
The attendant argument has been quite simple although encumbered by 
the disheartening rhetoric which due process generally induces. The 
property—so the contention runs—is already owned by another person 
before death occurs, and the Fifth Amendment is offended if the tax on 
the decedent’s “transmission” is determined by reference to that property. 
If we restate the charge with the usual fatiguing flourish, a tax on A 
cannot be measured by the property of B.** Both charges have much in 


19 Stebbins v. Riley, 268 U.S. 137, 144 (1925). Cf. id. at 141, where the phrase “in- 
heritance taxing statute” is loosely used to include an estate tax. 

20 Compare the Justice’s subsidiary references (178 U.S. at 65, 73) to transfers made 
during life. 

21. See Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 
Cor. L. Rev. 1332 (1932) ; Lowndes, Tax Avoidance and the Federal Estate Tax,7 Law & 
Contemp. Pros. 309 (1940) ; Knouff, Death Taxes on Completed Transfers Inter Vivos, 
36 Micu. L. Rev. 1284 (1938). 

22 Cf. Knowlton vy. Moore, 178 U.S. 41, 78 (1900). Sometimes the accusation has been 
differently worded: the decedent had no “interest” at death. See Frew v. Bowers, 12 F.2d 
625, 627-28 (C.C.A.2d 1926). 

23 See further Lowndes, The Constitutionality of the Federal Estate Tax, 20 Va. L. 
Rev. 141, 142 (1933). For many years due process seemed not to limit Congress’ taxing 
power in matters of substance. See License Tax Cases, 5 Wall. 462, 471 (U.S. 1867) ; 
Pacific Insurance Co. v. Soule, 7 Wall. 433, 446 (U.S. 1869); Veazie Bank vy. Fenno, 
8 Wall. 533, 540, 548 (U.S. 1870); Nicol v. Ames, 173 U.S. 509, 515 (1899); United 
States v. Doremus, 249 U.S. 86, 93 (1919). But see Hartman v. Greenhow, 102 U.S. 
672, 684 (1881). The idea of a due process limitation lurked in Knowlton v. Moore, 
178 U.S. at 76-77, 109-10 (1900), which talked about A and B. But cf. Stebbins v. Riley, 
268 U.S. 137, 145-46 (1925), as regards the precise point which exercised the Court in 
Knowlton v. Moore. Mr. Justice White had a difficult time with the due process clause. 
He finally decided that the clause does not prevent a grossly arbitrary tax, but if the 
tax is grossly arbitrary it is not a tax. See Brushaber v. Union Pac. R. R., 240 U.S. 1, 
24-25 (1916) ; McCray v. United States, 195 U.S. 27, 56, 59, 61-64 (1904). The Justice 
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common. Each assumes in its own way that the Constitution is good as 
well as foolish enough to insist that the estate tax conform to familiar 


notions of property law.” 

By and large the Supreme Court has been willing and able to disapprove 
of both complaints. The easiest case for the Court involved a trust which 
was revocable by the settlor until death. Indeed this case looks like no case 
at all. Nevertheless the Court was once advised that the trust assets 
could not be attributed to the settlor if the trust was created before tax was 
first imposed in 1916." For, the Court was told, there is no transmission 
of property by will or intestacy; the donees’ interests are generated upon 
the creation of the trust; and, therefore, the liability is retroactive and 
denies due process. The Court declined to be so pessimistic as to agree. 
The settlor’s death, it reasoned, effects a transfer at death by terminating 
his power of revocation and thereby completing “that shifting of the 
economic benefits of property which is the real subject of the tax.’’ Since 
the cessation of the power through death “operates as an effective trans- 
fer,” the tax may be measured by the aggregate value of the probate estate 
and the trust estate. ~ 


complacently neglected one of his favorite thoughts: “That which is settled beyond dis- 
pute may not be disregarded and be brought into the realm of that which is controvertible 
and questionable by the mere garb in which propositions are clothed.” Billings v. United 
States, 232 U.S. 261, 284 (1914). The Supreme Court has since indicated, without so 
much twisting and turning, that the taxing power is subject to the Fifth Amendment. 
Nichols v. Coolidge, 274 U.S. 531 (1927) ; Untermyer v. Anderson, 276 U.S. 440 (1928) ; 
Heiner v. Donnan, 285 U.S. 312 (1932). See Louisville Bank v. Radford, 295 U.S. 555, 
589, n. 19 (1935); and Tyler v. United States, 281 U.S. 497, 504 (1930) which, like 
Nichols v. Coolidge, relies on Mr. Justice White’s opinion in the Brushaber case. Cf. 
Frew v. Bowers, 12 F.2d 625, 630 (C.C.A.2d 1926); Cohan v. Comm’r, 39 F.2d 540, 
545 (C.C.A.2d 1930). 

24 Constitutional grievances have also found other outlets. A particular provision may be 
attacked as an “arbitrary” and “capricious” classification which cannot be reconciled with 
due process. See Heiner vy. Donnan, 285 U.S. 312 (1932), discussed in Part IV. Ora 
classification may be accused of flouting the Uniformity Clause, which relates to federal 
excises. See Part VIII, note 53. 

25 Cf. Roberts, J., dissenting in Coolidge v. Long, 282 U.S. 582, 630 (1931). As late 
as 1930 lawyers were seriously arguing that a scttlor who reserved a power of revoca- 
tion was not constitutionally taxable on the income of his trust. See Corliss v. Bowers, 
281 U.S. 376 (1930). Cf. Lewis v. White, 56 F.2d 390 (D. Mass. 1932), appeal dismissed, 
61 F.2d 1046 (C.C.A.1st 1932), in which it was doubted that Congress could tax 
trust income to a grantor who might revoke his trust a day after the year in which the 
trust received income. The argument about A and B was prominently displayed. 

26 Chase National Bank v. United States, 278 U.S. 327, 338-39 (1929), read in con- 
junction with Reinecke v. Northern Trust Co., 278 U.S. 339 (1929). See further Salton- 
stall v. Saltonstall, 276 U.S. 260, 271 (1928). Cf. Bullen v. Wisconsin, 240 U.S. 625, 630 
(1916) ; Graves v. Elliott, 307 U.S. 383, 386 (1939) ; Ryerson v. United States, 312 U.S. 
405, 4U8 (1941). The trust was taxed under a forerunner of present section 811(c) as a 
“transfer intended to take effect in possession or enjoyment” following the settlor’s death. 
See Part IV. The same type of trust is more explicitly taxable under neighboring sub- 
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A simple case set at large a significant principle. A “transmission” 
occurs under the Constitution if death shifts “the economic benefits of 
property” from the donor to the donee.*’ Like other general propositions, 
this one was not unembarrassed by ambiguities. But for the moment the 
Court had been faithful to Knowlton v. Moore while rationalizing an 
estate tax on transfers begun during life. A trust which may be freely 
recalled is barely distinguishable from a will. Beneficiaries and legatees 
are subjected to the same pangs of uncertainty; what is promised today 
may not be realized tomorrow. When death finally comes, the painful 
uncertainties are similarly resolved. The fact remains, however, that 
beneficial interests under a revocable trust are created before death and 
not at death.** The Court dismissed this aspect of reality in favor of 
another—the donor’s power to recall the beneficial interests. A “trans- 
mission” was redefined to include not only the generation of a new interest 
but the confirmation of an old interest.** This confirmation through death 
was a so-called “shifting of the economic benefits of property.” *° 


section (d), but the latter provision did not apply as it was enacted after the death of 
the settlor concerned. Revenue Act of 1924, Sec. 302(d). The Seventh Circuit had 
held that since “the title and the possession of the property passed out of the settlor” 
many years before and “the right to revoke was not a property right in him, there was 
nothing that passed from the settlor, at his death, either to the beneficiaries or the 
trustees.” 24 F.2d 91, 93 (C.C.A.7th 1927). Under the impact of such logic nothing 
should “pass” even if the trust is created after the enactment of the tax. Compare the 
similar sentiments in Frick v. Lewellyn, 298 Fed. 803, 810 (W. D. Pa. 1924), aff'd on 
other grounds, 268 U.S. 238 (1925) ; and see the observations in Farmers’ Loan & Trust 
Co. v. Bowers, 29 F.2d 14, 17 (€.C.A.2d 1928). 

27 See Burnet v. Guggenheim, 288 U.S. 280, 284-85, 287 (1933). 

28 See Farmers’ Loan & Trust Co. v. Bowers, 29 F.2d 14, 17 (C.C.A.2d 1928). 

29 See Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 88 (1935). There is a 
confirmation in the sense that the interests in the property are freed from the donor’s 
power. The tax applies though a power of revision continues in others. See Union 
Trust Co. of Pittsburgh v. Driscoll, 138 F.2d 152 (C.C.A.3d 1943), cert. denied, 321 
U.S. 764 (1944); Welch v. Terhune, 126 F.2d 695 (C.C.A.1st 1942), cert. denied, 
317 U.S. 644 (1942) ; In re Du Charme’s Estate, 164 F.2d 959 (C.C.A.6th 1947) ; Estate 
of John H. Storer, 41 B.T.A. 1156 (1940); Paut, SuPPLEMENT TO FEDERAL EsTATE AND 
Girt Taxation §7.09, n. 6 (1946). In so far as the decedent is concerned, a “trans- 
mission” and “cessation” have occurred. 

80 Constitutional complaints have not only embraced dispositions which are tax avoid- 
ance devices. The statute reaches the full value of the decedent’s property without allow- 
ance for any interest of the surviving spouse, “existing at the time of the decedent’s 
death as dower, curtesy, or by virtue of a statute creating an estate in lieu of dower 
or curtesy.” I.R.C. § 811(b), originating in Revenue Act of 1918, Sec. 402(b). See 
H. R. Rep. No. 767, 65th Cong., 2d Sess. 21 (1918). The Supreme Court has never seen 
fit to justify the provision but its continued reticence is appropriate. For example, as re- 
gards dower, during the husband’s life possession and enjoyment of the property reside 
solely in him, while the wife has a mere expectancy which ripens at his death in the manner 
of an intestate share. See Merrill v. Fahs, 324 U.S. 308, 311 (1945). There is a 
difference in that he cannot convey the property without her consent and the fruition 
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A related trust arrangement was temporarily less cooperative. The 
estate tax is imposed on transfers hedged by a power in the donor to alter 
the beneficial interests in behalf of others.** Under an imagined com- 
pulsion from above, the First Circuit held that the estate tax had ventured 
too far.** The Court reasoned that there was no transmission at death 
because the donor had irrevocably terminated his interest in the property 
before death. Nothing was transmitted since there was nothing to trans- 
mit.** The Court also thought that due process was denied because the 
tax was measured by property which was not the decedent’s at death. The 
Second Circuit took a different view of the same matter.** Judge Learned 
Hand observed that the donor’s death “confirms” the previously “con- 
tingent’’ interests of the beneficiaries and that the confirmation is an 
event upon which an excise may be laid. The donor has “finally denuded 
himself before death,” Judge Hand conceded, but he still “controls the 
disposition while he lives; the existing limitations are conditional upon 
his pleasure. A gift is a bilateral transaction and demands a donee as 
well as a donor; it is incomplete though the donor has parted with his 
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of dower is not a “transfer” at death under property law. But the difference is so 
small that it may in good conscience be ignored. Unlike the husband, the wife does aot 
possess or enjoy the property during his life, and she never will possess or enjoy unless 
he dies first. She has less of the fruits of property than a donee in immediate enjoyment 
under a precariously revocable trust. Hence the “transfer” from husband to wife con- 
sists essentially of two elements: (a) his possession and enjoyment, if not untrammelled 
ownership, during their joint lives; and (b) the necessity that she survive him if her 
dower is to materialize. Both these elements may not be absolutely necessary, but together 
they come fairly close to a transmission by intestate succession. See Allen v. Henggeler, 
32 F.2d 69 (C.C.A.8th 1929), cert. denied, 280 U.S. 594 (1929) ; United States v. Waite, 
33 F.2d 567 (C.C.A.8th 1929), cert. denied, 280 U.S. 608 (1930); Crooks v. Loose, 
36 F.2d 571 (C.C.A.8th 1929); Mayer v. Reinecke, 130 F.2d 350 (C.C.A.7th 1942) ; 
1 Paut, Feperat Estate anp Girt Taxation § 5.03 (1942); Lowndes, The Constitu- 
tionality of the Federal Estate Tax, 20 Va. L. Rev. 141, 146 (1933), and Tax Avoidance 
and the Federal Estate Tax, 7 Law & Contemp. Pros. 309, 310 (1940). Cf. Correlia 
Mason Thompson, 37 B.T.A. 793 (1938) ; Rudick, Marriage, Divorce and Taxes, 2 Tax 
L. Rev. 123, 137-38 (1946-47). 

81 The present provision is I.R.C. § 811(d). 

82 Brady v. Ham, 45 F.2d 454 (C.C.A.1st 1930). Similar results were reached in 
White v. Erskine, 47 F.2d 1014 (C.C.A.1st 1931), and Cover v. Burnet, 53 F.2d 915 
(App. D. C. 1931), which seem to have turned on statutory misconstruction. See note 
41 infra. 

33 Cf. Lillian M. Wheeler, 20 B.T.A. 695, 701 (1930), in which no tax was payable 
because at the decedent’s death “there remained in him individually no interest of any 
measurable value which could be included in his estate.” 

34 Porter v. Comm’r, 60 F.2d 673 (C.C.A.2d 1932). See further Bank of New York & 
Trust Co., 20 B.T.A. 677 (1930) (power confined to donor’s children and their issue) ; 
H. T. Cook, 23 B.T.A. 335 (1931), aff'd, 66 F.2d 995 (C.C.A.3d 1933), cert. denied, 291 
U.S. 660 (1934) (power to choose between wife and three children). Cf. Anderson, J., 
concurring in Brady v. Ham, 45 F.2d 454, 457 (C.C.A.1st 1930). 
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interest, if the donee remains indeterminate, and the benéficiaries are 
determined only when the power to change them ends.” * 

Knowlton v. Moore had defined an estate tax as a death duty measured 
by the value of the decedent’s interest which ceases at death.** An estate 
tax on a revocable trust scarcely ruffled the definition, for the settlor might 
have regained the property which measured the tax. But if the donor is 
unable to recapture the property, he no longer has any interest which ceases 
at death. Judge Hand met this problem of the missing interest by em- 
phasizing that the confirmation of the gift through the donor’s demise is 
an “event” upon which a death duty may rest. In skirting one problem 
Judge Hand ran directly into a second—a problem in due process—since 
the resulting liability took into account the value of property in which the 
settlor had no interest at death. It is one thing to redefine the estate tax 
so that it may be measured by interests in addition to those which are in the 
decedent at death and terminate at death. Definitions are not inherently 
sacred, and in so far as the Constitution is concerned, the tax remains 
indirect because it is touched off by an “event.” *’ It is another thing to 
say that the revised definition affords due process by including in the 
measure of tax property no longer owned by the decedent at death. 
Judge Hand’s answer was that he could “see no difficulty ; Congress may 
measure an excise as it will, certainly so long as it does not upset arrange- 
ments made in reliance upon an existing immunity. Any one setting up 
such trusts with the law before him would be charged with notice that 
they would subject his estate to taxes calculated as prescribed.” *° 

In Porter v. Commissioner *° the Supreme Court sustained the tax with- 
out fully approving Judge Hand’s reasoning. Mr. Justice Butler’s opinion 
admitted that the donor’s power to shift beneficial interests was not “an 
estate or interest” in the trust property.*t But the donor’s death “termi- 


35 60 F.2d at 674. Cf. Estate of Sanford v. Comm’r, 308 U.S. 39, 43 (1939); Smith v. 
Shaughnessy, 318 U.S. 176, 181 (1943). 

86 See discussion in this Part, supra. 

87 Cf. Tyler v. United States, 281 U.S. 497, 502 (1930) ; and see discussion in Part III. 

38 Cf, Learned Hand, J., in Frew v. Bowers, 12 F.2d 625, 629-30 (C.C.A.2d 1926). 

89 60 F.2d at 675. The problem of due process was also discussed in connection with 
retroactivity. Sce further Surrey and Aronson, Inter Vivos Transfers and the Federal 
Estate Tax, 32 Cor. L. Rev. 1332, 1355 (1932). 

40 288 U.S. 436 (1933). Mr. Justice Cardozo silently concurred in the result. 

41 The Court added that the power “was much like, and for the purposes of this case 
may be deemed the substantial equivalent of, a general power of appointment by will.” 
288 U.S. at 441. See also United States v. Field, 255 U.S. 257, 263 (1921). Compare, 
however, Estate of Sanford v. Comm’r, 308 U.S. 39, 44 (1939), in which a power to 
reshuffle benefits in favor of others is referred to as a retained “interest.” Before coming to 
the constitutional issues in the Porter case, Mr. Justice Butler rejected the statutory 
argument that subsection (d) reached only powers to alter or modify transfers in favor 
of the donor or his estate. 288 U.S. at 442-43. “We need not consider,” he wrote, 
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nated that control, ended the possibility of any change by him, and was, 
in respect of title to the property in question, the source of valuable assur- 
ance passing from the dead to the living.” By treating these consequences 
as a taxable event, wrote Mr. Justice Butler, Congress “reached what it 
reasonably might deem a substitute for testamentary disposition. . . . 
There is no doubt as to the power of Congress so to do.” * 

This analysis is mildly Delphic though we read between the lines and 
examine the cited cases. Those who lost had maintained that “decedent’s 
tax” was being measured “by property belonging to others”—a practice 
which the Court had twice condemned as an unseemly exaction of A 
measured by the property of B.** The donor’s demise confirmed the 
donees’ interests, but it was still true that the tax was measured by interests 
which did not belong to the donor at death. If the tax was to be upheld 
gracefully, this fact had to be made irrelevant. The Court enjoyed the 
luxury of several alternatives. One possibility was to disown the doctrine 
of A and B, and decide that the proposed measurement was reasonable 
enough to afford due process. So drastic a reaction was too much to 
expect. A and B were then at the height of their popularity.** Another 
possibility was to recognize the doctrine and also a qualification. General 
rules have been known to tolerate exceptions. A third possibility was 
to refine the doctrine so that it failed to apply. The donor was not owner 
of the property when he died ; but no one else was safely the owner before 
he died. 

It is not entirely clear what Mr. Justice Butler meant to say on the 
subject of due process. However, two certainties appear amid the uncer- 
tainties. The Justice did not disown the doctrine of A and B, and he did 
permit a tax on A’s estate to be measured by property in which A had no 
interest to be terminated by death. As for the basis on which permission 
was granted, the best clue is provided by the cited cases which participated 
in the conclusion. The Court evidently rationalized that since the donor’s 
death is “a source of valuable assurance” to the donee, Congress may 
reasonably measure the donor’s estate tax by the value of the gift at 
death.*® Otherwise potential decedents might avoid the tax by a type 





“whether every change, however slight or trivial, would be within the meaning of the 
clause.” Cf. Theopold v. United States, 164 F.2d 404 (C.C.A.1st 1947). 

42 288 U.S. at 444. 

43 [bid. See cases cited in following note. 

44 Hoeper v. Tax Commission, 284 U.S. 206 (1931), and Heiner v. Donnan, 285 U.S. 
312 (1932), had but recently been decided. These decisions are explored in Parts IV and 
VIII. 

45 We should notice, for future reference, that Mr. Justice Butler’s opinion speaks of 
“valuable assurance” passing “in respect of title to the property in question” (italics 
supplied). 288 U.S. at 444. See also id. at 442. The statute involved has always spoken 
of “enjoyment,” not “title.” Mr. Justice Butler’s deviation fits into a larger pattern of 
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of disposition which could nicely serve in lieu of a will** We cannot 
quarrel with Mr. Justice Butler’s statement that Congress had behaved 
reasonably. Yet we would be less than candid unless we conceded that 
the Justice and his brethren had enabled a tax on A to be measured by 
property not owned by A. Mr. Justice Butler’s explanation and our con- 
cession still leave a mystery on our hands. Why should the question of 
legislative reasonableness involve the further question whether the donor’s 
death marks an “event” fit for a death duty? Did the Court imply that 
in the absence of an “event” the tax would deny due process because A’s 
liability would be measured by property not owned by A? The trust in the 
Porter case had been created before such transfers had become taxable, 
and the estate had therefore asserted that the tax was invalid because of 
retroactivity. In stressing the “valuable assurance” passing at death, 
Mr. Justice Butler removed the stigma of “retroactivity” by placing the 
taxable “event’’ after the enactment of the taxing statute.*’ But it seems 
that the Justice’s observations on “valuable assurance” from the dead to 
the living also concerned the lot of A and B under the Fifth Amendment. 
And so our questions remain. Any attempt to answer them here would 
unduly anticipate a strange and sorry story.*® 

In view of the Porter decision it was not too difficult to approve an 
estate tax where the donor’s power over the shares of the living was 
confined within a small group of beneficiaries. His death was still the 
“source of valuable assurance” and the trust was still a suitable substitute 
for a will.” The broadest power of redisposition is normally retained to 


judicial sabotage which is considered later. See Part IV. Mr. Justice Cardozo’s con- 
currence in the result, but not in the opinion, may have been due to Mr. Justice Butler’s 
interest in “title.” 

46 But cf. Whitney v. State Tax Commission, 309 U.S. 530, 539 (1940); and see 
the discussion of the Whitney case in Part VI. 

47 See Estate of Sanford v. Comm’r, 308 U.S. 39, 43 (1939). Cf. Judge Learned 
Hand’s opinion in 60 F. 2d at 673. See further discussion of retroactivity in Parts III 
and IV. 

48 See Part IV. 

49 Cook v. Comm’r, 66 F.2d 995 (C.C.A.3d 1933), cert. denied, 291 U.S. 660 (1934) 
(power limited to choice of wife or three children) ; Comm’r v. Chase National Bank, 
82 F.2d 157 (C.C.A.2d 1936), cert. denied, 299 U.S. 552 (1936) (testamentary power 
limited to settlor’s descendants) ; Holderness vy. Comm’r, 86 F.2d 137 (C.C.A.4th 1936) 
(power limited to settlor’s husband, issue, sister and sister’s issue) ; In re Tyler’s Estate, 
109 F.2d 421 (C.C.A.3d 1940) (power limited to settlor’s issue); Guggenheim v. 
Helvering, 117 F.2d 469 (C.C.A.2d 1941), cert. denied, 314 U.S. 621 (1941) (power 
limited to settlor’s son, grandson and latter’s future descendants) ; Chickering v. Comm’r, 
118 F.2d 254 (C.C.A.1st 1941), cert. denied, 314 U.S. 636 (1941) (power to cut off 
settlor’s son in favor of other trust beneficiaries) ; Millard v. Maloney, 121 F.2d 257 
(C.C.A.3d 1941) (power limited to settlor’s descendants and wife) ; Hurd v. Comm’r, 160 
F.2d 610 (C.C.A.1st 1947) (power limited to choice of wife instead of daughter and her 
husband, her issue, appointees or the donor’s heirs). See Comm’r v. Estate of Holmes, 
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control the flow of benefits among those near and dear. A similar measure 
of sovereignty is adequately assured by a power confined to one’s own 
kith and kin.*° The Supreme Court has gone a step further by way of 
statutory construction. A gift in trust is taxable if the donor might have 
accelerated the donee’s enjoyment, thereby eliminating the possibility that 
the gift would be enjoyed by others if the donee died before his scheduled 
enjoyment began. “More” is considered “involved than mere accelera- 
tion of the time of enjoyment. The very right of enjoyment is affected, 
the difference dependent upon the grantor’s power being between present 
substantial benefit and the mere prospect or possibility, even the prob- 
ability, that one may have it at some uncertain future time or perhaps not 
at all.” * 





III. Co-Tenancies AMID SHIFTING CONCEPTS 


Before coming to reserved powers exercisable in behalf of others, the 
Court had begun to explore a neighboring area of liability inhabited by 
joint tenancies and tenancies by the entirety. Generally speaking, property 
which the decedent and another own jointly or by the entirety is taxable 
as an asset of the decedent where he originally furnishes the property or 
its purchase price. For example, if a husband establishes a tenancy by 


326 U.S. 480, 489 (1946). Cf. Hoblitzelle v. United States, 3 F. Supp. 331 (Ct. Cl. 1933). 
See generally, 1 Paut, Feperat Estate AND Girt Taxation § 7.09 (1942). 

50 See Eisenstein, The Clifford Regulations and the Heavenly City of Legislative 
Intention, 2 Tax L. Rev. 327, 354 (1947), and Powers of Appointment and Estate Taxes: 
IT, 52 Yare L. J. 494, 506 (1943). Compare Surrey and Aronson, Inter Vivos Transfers 
and the Federal Estate Tax, 32 Cor. L. Rev.. 1332, 1356 (1932), with Lowndes, The 
Constitutionality of the Federal Estate Tax, 20 Va. L. Rev. 141, 161 (1933). 

51 Comm’r v. Estate of Holmes, 326 U.S. 480 (1946). See also Comm’r v. Hofheimer’s 
Estate, 149 F.2d 733 (C.C.A.2d 1945); Comm’r v. Newbold’s Estate, 158 F.2d 694 
(C.C.A.2d 1946) ; Estate of Lelia E. Coulter, 7 T.C. 1280 (1946). Cf. Mellon v. Driscoll, 
117 F.2d 477 (C.C.A.3d 1941); Estate of Thorp v. Comm’r, 164 F.2d 966 (C.C.A.3d 
1947) ; In re Du Charme’s Estate, 164 F.2d 959 (C.C.A.6th 1947); Estate of Albert E. 
Nettleton, 4 T.C. 987 (1945). See discussion in Paut, SUPPLEMENT TO FEDERAL EstTaTE 
AND Girt Taxation 130 (1946). But cf. Federal Estate and Gift Taxes, A Proposal 
for Integration and for Correlation with the Income Tax, 21 (U. S. Gov't P. O. 1947). 

52 326 U.S. at 487. The contrast between the “old” Court and the “new” Court is 
highlighted by this quotation. In the Porter case the Court, unlike the statute, speaks of 
the assurance of “enjoyment.” See note 45 supra. Cf. Helfrich’s Estate v. Comm’r, 143 
F.2d 43 (C.C.A.7th 1944). 

1TR.C. § 811(e), originating in Revenue Act of 1916, Sec. 202(c). The statute does 
not tax such portion of the property “as may be shown to have originally belonged” to 
the survivor “and never to have been received or acquired by the latter from the 
decedent for less than an adequate and full consideration in money or money’s worth.” 
See United States v. Jacobs, 306 U.S. 363, 372 (1939) ; Reg. 105, Sec. 81.22, as amended 
by T.D. 5239, 1943 Cum. Bur-. 1081. If the decedent and survivor acquire the property 
by gift, bequest, devise or inheritance, only half is taxable. The statute also applies to 
deposits in the name of the decedent and another, payable to either or the survivor. See 
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the entirety in favor of himself and his wife, and then predeceases her, 
the whole property is taxable as his. Other tax laws are much more re- 
spectful to the wife as co-owner in the same circumstances. The husband’s 
creation of the wife’s interest incurs a gift tax,? and then each spouse is 
taxable on half the income from the property while both are alive.* 
At common law the wife is additionally honored as a proprietor, for she 
is owner of the entire property though the husband is also master of all 
they both survey.* “In legal contemplation the tenants constitute a unit; 
neither can dispose of any part of the estate without the consent of the 
other ; and the whole continues in the survivor.” ° Under the estate tax, 
however, the status of the wife is that of a mere legatee, whose ownership 
begins when the decedent’s ends.°® 

It was too much to expect that a provision so overtly disdainful of 
traditional notions would survive unchallenged. Charges heard before 
_were heard once more.’ The provision was accused of harboring an un- 
apportioned direct tax. Did not the wife own the entire property before as 
well as after the husband’s death? How, then, could the exaction be 
justified as a tax on a transmission when there was no transmission to tax ? 
The provision was also attacked as an affront to the basic standards of 
decency inhering in due process of law. Property owned by the wife was 
taxed as property owned by the husband. 

From one point of view a tenancy by the entirety was less of a strain 
upon Knowlton v. Moore * than a reserved power to change the donees 


Phillips v. Dime Trust & §. D. Co., 284 U.S. 160 (1931). For a summary of the 
statute’s development, sce 1 Paut, FepERAL Estate AND Girr TAXATION § 8.02 (1942). 

2 Lilly v. Smith, 96 F.2d 341 (C.C.A.7th 1938), cert. denied, 305 U.S. 604 (1938) ; 
Comm’r v. Hart, 106 F.2d 269 (C.C.A.3d 1939); Comm’r v. Logan, 109 F.2d 1014 
(C.C.A.3d 1940) ; J. C. Gutman, 41 B.T.A. 816 (1940) ; Reg. 108, Sec. 86.2(a) (6). See 
2 Paut, FeperaL Estate AND Girt TAXATION § 16.09 (1942). The recent “split prop- 
erty” amendments provide for a so-called marital deduction with respect to the gift. See 
Revenue Act of 1948, Sec. 372. 

3Comm’r v. Hart, 76 F.2d 864 (C.C.A.6th 1935); Herman Gessner, 32 B.T.A. 1258 
(1935) ; H. D. Webster, 4 T.C. 1169 (1945) ; George K. Brennen, 4 T.C. 1260 (1945) ; 
Paul G. Greene, 7 T.C. 142 (1946) ; Edwin F. Sandberg, 8 T.C. 423 (1947); L.T. 3743, 
1945 Cum. Butt. 142; I.T. 3783, 1946-1 Cum. Butt. 84; I.T. 3796, 1946-1 Cum. Butt. 88. 
Cf. Walter G. Morley, 8 T.C. 904 (1947). If the husband is entitled to the entire income 
under local law, he is taxable on the entire income under federal law. Cooley v. Comm’r, 
75 F.2d 188 (C.C.A.1st 1935), cert. denied, 295 U.S. 747 (1935) ; I.T. 3878, 1947-2 Cum. 
Butt. 57. This disparity in burden may now be avoided by filing a “split income” joint 
return. See Revenue Act of 1948, Sec. 301. 

4 See Lang v. Comm’r, 289 U.S. 109, 111 (1933); dissenting opinion in Coolidge v. 
Long, 282 U.S. 582, 625-26 (1931). 

5 Tyler v. United States, 281 U.S. 497, 501 (1930). 

6 For the various state rules, see Knouff, Death Taxes on Completed Transfers Inter 
Vivos, 36 Micu. L. Rev. 1284, 1295 (1938). 

7 See Tyler v. United States, 281 U.S. 497, 501, 504 (1930). 

8178 U.S. 41 (1900). 
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or their interests. Knowlton v. Moore regarded an estate tax as a death 
duty measured by the value of the decedent’s interests terminated and 
transmitted by his death. When the donor who has retained the power 
dies, he has no interest which terminates. When the creator of the 
tenancy dies, he has an interest which ceases although the interest of the 
survivor does not simultaneously begin. From another point of view, 
Knowlton v. Moore did not squirm so much in the case of the reserved 
power as in the case of the tenancy by the entirety. The donor who keeps 
the power may be said to effect a “transmission” in two stages instead 
of one as under a will. During life he terminates his own interest ; and 
then at death his power over the succession ceases. The donor who creates 
a tenancy by the entirety relinquishes this power at once before death. The 
co-tenant must survive the donor to obtain sole ownership, but control 
of the succession has passed out of the donor’s hands.*® And in the lan- 
guage of the common law, since the survivor is “already seized of the 


whole,” he “can acquire no new or additional interest by virtue of his 
711 





survivorship. 

The tax on property ‘held by the entirety received its constitutional 
credentials in Tyler v. United States.‘*? The Court decided that the charge 
of direct taxation was much ado about labels and that labels should count 
for little. Although the estate tax is premised on a transfer by death, 
Mr. Justice Sutherland declared, Congress is not bound by “mere names 
and definitions” or confined to a “transfer” in “the strict sense of that 
word.” “A tax laid upon the happening of an event, as distinguished from 
its tangible fruits,” is indirect under the Constitution. “If the event is 
death and the result which is made the occasion of the tax is the bringing 
into being or the enlargement of property rights, and Congress chooses 
to treat the tax imposed upon that result as a death duty, even though, 
strictly, in the absence of an expression of the legislative will, it might 
not thus be denominated, there is nothing in the Constitution which stands 
in the way.” The Constitution is satisfied if “death has brought into being 
or ripened for the survivor, property rights of such character as to make 
appropriate the imposition of a tax upon that result (which Congress may 
call a transfer tax, a death duty or anything else it sees fit), to be measured, 


9 See Part II. 

10 Cf. Blount v. United States, 59 Ct. Cl. 328, 346 (1924), dismissed on motion, 273 U.S. 
769 (1926) ; Susie M. Root, 5 B.T.A. 696, 704 (1926). 

11 Sophia Weil, 15 B.T.A. 965, 968 (1929). 

12 281 U.S. 497 (1930). This decision disposed of three cases. The Government had 
prevailed in one (United States v. Tyler, 33 F.2d 724 (C.C.A.4th 1929)), and the tax- 
payers in the other two (United States v. Provident Trust Co. of Pennsylvania, 35 F.2d 
339 (C.C.A.3d 1929); Comm’r v. Girard Trust Co., 35 F.2d 343 (C.C.A.3d 1929)). 
Cf. Phillips v. Dime Trust & S. D. Co., 284 U.S. 160 (1931). 














1948] ESTATE TAXES AND HIGHER LEARNING OF SUPREME COURT 411 


in whole or in part, by the value of such rights.” ** Mr. Justice Sutherland 
contemptuously dismissed the “artificial rules” governing “the title, rights 
and powers of tenants by the entirety at common law.” The taxing power, 
he wrote reprovingly, is “a fundamental and imperious necessity of all 
government, not to be restricted by mere legal fictions.” This “imperious 
power” is also “eminently practical, and a practical mind, considering re- 
sults” would experience some difficulty in concluding that the death of 
one tenant “did not have the effect of passing to the survivor substantial 
rights, in respect of the property, theretofore never enjoyed by such 
survivor.” ** 

What does one tenant’s death ripen, enlarge or bring into being for the 
survivor so that if the tax were not sustained, Congress would be im- 
prisoned by “mere legal fictions” of the common law? Mr. Justice Suther- 
land mentioned two “substantial rights, in respect of the property,” which 
passed to the wife upon her husband’s death. These were the right to 
“exclusive possession, use and enjoyment” of the property, and the right 
to dispose of the property as she alone saw fit. Before her husband’s death 
she “had the right to possess and use the whole property, but so, also, had 
her husband; she could not dispose of the property except with her hus- 
band’s concurrence; her rights were hedged about at all points by the 
equal rights of her husband.” The death of one tenant was “the ‘gener- 
ating source’ of important and definite accessions to the property rights 
of the other.” These circumstances, plus the further fact that no part of 
the property originally belonged to the survivor, justified the inclusion 
of the entire property in the measure of the tax. “And in that view the 
resulting tax” was “plainly indirect.” *° 

An unenthusiastic observer might reply that if the tax is imposed on 
the substantial accretion to the survivor’s prior rights, the tax must be 
measured by the value of the accretion, and not of the entire property, 
if it is to remain indirect. This criticism, however, would presuppose the 
acceptance of the very premise which Mr. Justice Sutherland had rejected. 
The disapproved premise, deriving from Knowlton v. Moore, is that an 
estate tax is constitutionally indirect only when imposed on and measured 
by the value of interests passing from the dead to the living. Mr. Justice 
Sutherland’s opinion denied that the Constitution is so fastidious in its 
requirements. The important question, he indicated, is whether the tax 


13 Cf. Moffitt v. Kelly, 218 U.S. 400, 405 (1910). 

14281 U.S. at 502, 503. 

15 Jd. at 503, 504. Cf. Comm’r y. Fletcher Savings & Trust Co., 59 F.2d 508, 510 
(C.C.A.7th 1932). But cf. Lang v. Comm’r, 289 U.S. 109, 111 (1933), dealing with a 
different question: “... when the husband died, the wife, in respect of this estate, 
did not succeed to anything. She simply continued, in virtue of the nature of the tenancy, 
to possess and own what she already had.” 
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is direct or indirect, no matter what the tax may be called; and a death 
duty is indirect if it is occasioned by the bringing into being, enlargement 
or ripening of property rights through death. Furthermore, the indirect 
nature of the tax is unaffected though the value of the taxed property 
exceeds the value of the deceased’s interest in the property at death. The 
tax is still prompted by an “event” which produces the changes for the 
survivor’s benefit. At least one qualification lurked in Mr. Justice Suther- 
land’s opinion. The Court might not be prepared to sustain the tax if the 
survivor originally provided the property in question. 

The Tyler opinion did not declare that death must create new property 
rights in the survivor.** The estate tax would still pass as indirect if 
death “enlarged” or “ripened” his rights. We may assume that the Court 
contemplated changes which would seem substantial to the Court. Mr. 
Justice Sutherland’s opinion was informative as to the kind of change 
which would do. Before the husband’s death the wife had a right to 
exclusive possession and enjoyment of the property and a right to dispose 
of the property as her,own—if she survived him. Since he died first, 
these two rights materialized or “ripened,” providing a suitable occasion 
for the tax. Or to shift from the particular to the general, the Tyler 
opinion apparently sanctioned an estate tax upon the coming into posses- 
sion or enjoyment of a pre-existing legal interest. 

We now turn to the second grievance in the Tyler case. The argument 
here, involving due process, had built around those well-known person- 
alities A and B. In fairness to the argument we should concede that the wife 
owns as much during her husband’s life as he does, and that “a practical 
mind” is hard put to dismiss this reality as a mere “amiable fiction.” *” 
The Court nevertheless ruled that the tax was compatible with due process. 
In the first place, Mr. Justice Sutherland explained, the tax was measured 
by property originally brought into the tenancy by the husband and later 
passing into the wife’s sole ownership by reason of his death. In the second 
place, the tax as measured by the whole property was an appropriate means 
of preventing avoidance by the spouse who originally owned the property 
“or whose separate funds had been used to procure it.” ** If we re-phrase 
this second thought, a gift through a tenancy by the entirety is an avail- 
able substitute for a will, and Congress may insist that the gift and the 
will be treated alike.” 


16 Cf, Phillips v. Dime Trust & S. D. Co., 284 U.S. 160, 165 (1931), in which the Tyler 
decision is geared to the devolution of rights from one tenant to the other. See further 
Lang v. Comm’r, 289 U.S. 109, 112 (1933). 

17 Cf. 281 U.S. at 503. 

18 Jd. at 504, 505. Cf. Milliken v. United States, 283 U.S. 15, 24 (1931). 

19 Cf. Porter v. Comm’r, 288 U.S. 436, 444 (1933), discussed in Part II. 
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When a court supplies two reasons for a single conclusion, it is often 
a nice question whether each reason was considered indispensable. In 
union there may be strength, but there may be sufficient strength without 
union. We have substantial evidence that in the Tyler case the first reason 
determined the disagreeable result and the second reason served to beautify 
it.°° In the days of the Tyler opinion the Court was enamored of the 
doctrine that an estate tax on A, measured by the property of B under the 
notions of property law, did not afford due process merely because the tax 
prevented avoidance.” If the tax was to stand, something more had to be 
shown than an overpowering desire to close a loophole. What more was 
shown in the Tyler controversy? Another item mentioned by Mr. Justice 
Sutherland was the decedent’s initial contribution of the property held 
by the entirety. Did the Court, then, indicate that the dogma of A and B 
did not apply if the decedent was the source of the property transferred 
during life and taxed at death in order to forestall avoidance? Hindsight 
has revealed that the Court did not intend to convey any such impression.” 
The problem of A and B was mysteriously entwined with the question 
whether the decedent’s death “created,” “ripened,” or “enlarged” property 
rights in the survivor.** But while due process required some change for 
the donee’s benefit through the donor’s death, the Tyler opinion clearly 
implied that the change alone was not enough. The estate tax was per- 
mitted to reach the whole property held by the entirety because in addition 
the decedent alone had furnished the whole property. 

Gradually the influence of the Tyler opinion began to spread, although 
some lower courts were too shocked to approve or apply what had been 
announced on high. For example, property owned by the entirety which 
the decedent had supplied was taxed in toto despite the creation of the 
tenancy before the estate tax was initially imposed.** The trial court 
extended its sympathies while regretting that it could do no more than 


20 Cf. Tyson & Bro. y. Banton, 273 U.S. 418, 446 (Holmes, J., dissenting) (1927). 

21 See Part IV, in connection with Heiner y. Donnan, 285 U.S. 312 (1932), and Part 
VIII in connection with Hoeper v. Tax Commission, 284 U.S. 206 (1931). 

22 See Part IV. 

23 See the discussion in Part II of Porter y. Comm’r, 288 U.S. 436 (1933). 

24 Third National Bank & Trust Co. v. White, 287 U.S. 577 (1932), affirming per curiam 
58 F.2d 1085 (C.C.A.1st 1932), which aff'd per curiam, 45 F.2d 911 (D. Mass. 1930). But 
compare Blount v. United States, 59 Ct. Cl. 328 (1924), dismissed on motion, 273 U.S. 
769 (1926) ; and the implication in Coolidge v. Long, 282 U.S. 582, 599 (1931). Although 
the Supreme Court did not mention the fact, its Tyler decision embraced property held 
by the entirety which was traceable to a tenancy created before the advent of the estate 
tax. See Provident Trust Co., 5 B.T.A. 1004 (1927) ; Transcript of Record in Supreme 
Court, p. 2. This fact was overlooked in Tait v. Safe Deposit & Trust Co., 70 F.2d 79, 82 
(C.C.A.4th 1934). 
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sympathize.** In the absence of the Tyler decision, the court stressed, it 
might have thought that a tenant’s death simply obliterates rather than 
transfers his interest. This thought would have suggested that no tax was 
due, as the Supreme Court had held in a famous case of obliteration which 
we have yet to examine.** The lower court also experienced considerable 
difficulty in justifying a tax on the whole property. If the decedent had 
created a tenancy in common, only half the property would have been 
taxed.” Under the Tyler opinion both halves were taxed although the 
decedent had made a larger gift to his wife through a tenancy by the 
entirety. The Supreme Court was troubled less and wrote less. The 
conclusion that tax was payable was affirmed in a bare per curiam opinion.” 

Hope still lingered that Tyler v. United States might be more bark than 
bite. The same situation as in that case reappeared in the courts and the 
Seventh Circuit held that only half the property was taxable.*® Admitting 
that death had increased the survivor’s interest, the Court reasoned from 
the Tyler opinion, which had reasoned to the contrary, that the tax could 
only be imposed on the value of the increase. “Quite obviously a statute 
cannot be upheld which~imposes a transfer or estate tax beyond the full 
value of the estate transferred. Where the deceased had an estate less 
than the fee simple, an estate tax may not be levied on the value of the 
fee.” °° The Supreme Court had “quite obviously” thought differently 
in the Tyler case. The measure of an estate tax could exceed the value of 
the interest which ceased at death. One might quarrel with this view and 
be logical ; one might also agree with this view and be logical. Again the 
Supreme Court indicated that there was nothing more to say. A per 
curiam opinion ordained a reversal.* 

Meanwhile the Tyler opinion had overtaken joint tenancies. A tenancy 
by the entirety “is essentially a joint tenancy, modified by the common law 
theory that husband and wife are one person.” In both instances the 
surviving tenant becomes sole owner of the whole. But the similarities are 


2545 F.2d 911 (D. Mass. 1930), aff’d, 58 F.2d 1085 (C.C.A.1st 1932), aff'd per curiam, 
287 U.S. 577 (1932). 

26 May v. Heiner, 281 U.S. 238 (1930). See Part IV. 

27 See 1 Paut, Feperat Estate AND Girt TAXATION § 8.07 (1942). 

28 287 U.S. 577 (1932). Cf. Phillips v. Dime Trust & S. D. Co., 284 U.S. 160, 166 
(1931). See Ballard, Retroactive Federal Taxation, 48 Harv. L. Rev. 592, 616 (1935) ; 
Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cor. L. REv. 
1332, 1369 (1932) ; Lowndes, The Constitutionality of the Federal Estate Tax, 20 Va. L. 
Rev. 141, 174 (1933) ; 46 Harv. L. Rev. 718 (1933). 

29 Bowers v. Comm’r, 90 F.2d 790 (C.C.A.7th 1937). But cf. Putnam v. Burnet, 63 
F.2d 456 (App. D. C. 1933); Levy’s Estate v. Comm’r, 65 F.2d 412 (C.C.A.2d 1933) ; 
Robinson v. Comm’r, 63 F.2d 652 (C.C.A.6th 1933), cert. denied, 289 U.S. 758 (1933). 

3090 F.2d at 791. 

31 303 U.S. 618 (1938). 
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marred by a difference. A joint tenant may freely terminate the tenancy 
by disposing of his share during life. He need not survive the other tenant 
in order to obtain unfettered dominion over the fruits of his interest.*? 

When the Supreme Court first considered joint tenancies in Knox v. 
McElligott,** the Constitution was not a party to the decision. The de- 
cedent had furnished the property; the creation of the tenancy had pre- 
ceded the enactment of the tax; and the decedent had died thereafter. 
In these circumstances the estate insisted that only half of the property 
was taxable and the Government insisted that both halves were equally 
taxable. The Court refused to believe that Congress had intended the 
consequences which the Government desired. New statutes are retro- 
active, Mr. Justice McKenna chided the Government, only if there is a 
clear declaration to that effect, and here the required declaration was 
lacking. For “retrospective laws are, indeed, generally unjust; and, as 
has been forcibly said, neither accord with sound legislation nor with 
the fundamental principles of the social compact.” ** The rule of con- 
struction applied by the Court is designed to prevent a newly imposed 
burden upon a previously “completed” transaction. Judges are disinclined 
to disturb the past. Mr. Justice McKenna thought that upon the initial 
creation of the tenancy the donee had acquired a half interest which rep- 
resented a “completed” gift. The Justice therefore inferred that a tax 
on the whole would be reaching greedily into the past instead of contenting 
itself with the future like a well-behaved tax law. 

The concept of good behavior was considered anew when taxpayers 
argued that if a joint tenancy was created before the estate tax appeared, 
not even half the property was taxable. The first decision which dealt with 
this contention involved property acquired through equal outlays by the 
decedent and survivor.*® Hence at worst only half the property was tax- 
able in any event.*® Since Congress had expressly provided in the appli- 
cable revenue act *’ that the tax was unaffected by the date of the tenancy’s 
creation, constitutional issues were no longer avoidable in the interest of 
“sound legislation” and “the social compact.” In the taxpayer’s view the 
case was simply one of due process and the common law. Upon the crea- 


82 See 1 TirFANy, REAL Property 625, 637, 645 (2d ed. 1920). 

33 258 U.S. 546 (1922). 

84 See Schwab v. Doyle, 258 U.S. 529, 534 (1922), quoting Mr. Justice Story. This case, 
involving contemplation of death, was decided together with Knox v. McElligott, which 
rested upon its authority. Sce further Union Trust Co. v. Wardell, 258 U.S. 537 (1922), 
and Levy v. Wardell, 258 U.S. 542 (1922). Compare discussion in Part VII of Lewellyn 
v. Frick, 268 U.S. 238 (1925). 

85 Gwinn v. Comm’r, 287 U.S. 224 (1932). 

86 See note 1 supra. 

87 Revenue Act of 1924, Sec. 302(h). Compare discussion in Part VII of Industrial 
Trust Co. v. United States, 296 U.S. 220 (1935). 
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tion of the tenancy the surviving tenant had become owner of the whole, 
and a tax on even half was a forbidden retroactive levy on his previously 
acquired ownership. But the Court decided that a tax on half was 
respectably prospective and hence permissible. After the enactment of the 
tax, Mr. Justice McReynolds stated, something “was added as the result 
of death,” and this addition was the taxable event. The rights of the 
survivor had not been “irrevocably fixed” under the deed of joint owner- 
ship. As long as both tenants were alive, the tenancy might have been 
terminated through a voluntary conveyance by either, or proceedings for 
partition, or an involuntary alienation under execution. In terminating 
the right to effect these changes, the death of one tenant was “the gen- 
erating source,” as in the Tyler case, “of definite accessions to the sur- 
vivor’s property rights.” ** 

From this point the Court proceeded to a further conclusion. A half 
interest in jointly owned property, furnished by the decedent, was held 
taxable although the creation of the tenancy had antedated the enactment 
of the tax and Congress had not yet specifically taxed such pre-existing 
tenancies.*® Mr. Justice Sutherland reiterated that a tax on half was a 
prospective liability and that the rule which frowned upon retroactive 
liabilities was improperly invoked. “The statute as applied’ did ‘‘not 
lay a tax in respect of an event already past, but in respect of one yet to 
happen.” Until death the decedent “retained his interest in, and control 
over, half of the property,” and the cessation of that interest and control 
“presented the proper occasion for the imposition of a tax.” Mr. Justice 
Sutherland distinguished Knox v. McElligott as involving “the half which 
had been owned and enjoyed by the surviving joint tenant,” and indicated 
that a tax on this interest was still cruelly retrospective.*° The Justice’s 
distinction may have been impeccably faithful to the prior opinion, but 
the distinction was quite oblivious of the statute. Congress had explicitly 
declared that jointly held property was taxable in toto if the decedent 
supplied the property. The statute might be read to tax the entire property, 
whether the tenancy was created before or after the enactment of the 
estate tax. Or the statute might be read to tax the entire property only if 
the tenancy was created after the enactment of the estate tax. But the statute 
could tax merely half the property only if it remained unread.* 


388 287 U.S. at 228-29. 

89 Griswold v. Helvering, 290 U.S. 56 (1933), dealing with section 402(d) of the 
1921 Act. See further Whitehead v. Comm’r, 64 F.2d 118 (C.C.A.8th 1933), cert. denied, 
290 U.S. 690 (1933); Tait v. Safe Deposit & Trust Co., 74 F.2d 851 (C.C.A.4th 1934). 
But cf. Carter v. English, 15 F.2d 6 (C.C.A.9th 1926). 

40 200 U.S. at 58. 

41 Compare Part VII as regards Lewellyn v. Frick, 268 U.S. 238 (1925). After the 
Griswold decision the Court reaffirmed the continuing authority of Knox v. McElligott. 
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Mr. Justice Sutherland must have thought that if a decedent established 
a joint tenancy before, and died after, tax was imposed, a tax measured 
by the entire property would be prospective as to half and retroactive as 
to half. Or to restate the thought, the donee was regarded as having 
acquired half when the tenancy was created and half when the donor died. 
A tax on the first half was accordingly attributed to a change for the 
donee’s benefit during the donor’s life, and a tax on the second half was 
attributed to a change for the donee’s benefit at the donor’s death. In view 
of this discriminating appraisal of both halves, an onlooker might have 
wondered how the Court would manage to justify a tax on the whole if 
the joint tenancy was created after the initial imposition of tax. As regards 
half the property it would still be true, if otherwise true, that the tax 
would be laid in respect of an event preceding death. The answer is that the 
Court was either unaware of any difficulty or made believe that there was 
none. In another per curiam opinion the Court sustained a tax on the 
entire property, citing the Tyler opinion as an appropriate authority.” 

Joint tenancies are different from tenancies by the entirety, but the 
difference is not so pronounced as to make the Tyler opinion an unhappy 
reference.** When the creator of a joint tenancy dies, there are “im- 
portant and definite accessions to the property rights” of the other tenant. 
The latter acquires “exclusive possession, use and enjoyment” of the 
property and an untrammeled power to dispose of the whole.“* Yet the 
difference between the two tenancies is substantial enough to have deserved 
more attention than the Court was willing to spare. As the Court itself 
had emphasized, in distinguishing between prospective liability and 
retrospective liability, a joint tenant may dispose of half the property 
before the other dies. It may be argued that upon the death of one, the 
survivor acquires only half the property just as a tenant in common may 
obtain half under the will of a considerate co-tenant. On the other hand, 
it may be argued that there is a similarity between joint tenancies and 
tenancies by the entirety which one may deem significant without being 
branded as unreasonable. During the life of a joint tenancy each tenant 
risks the loss of the entire property to the other, for the interest of neither 


See Cahn v. United States, 297 U.S. 691 (1936), reversing 81 Ct. Cl. 308, 10 F. Supp. 
577 (1935). But cf. Goodenough v. Comm’r, 83 F.2d 389 (C.C.A.6th 1936) (tenancy by 
the entirety). 

42 Foster v. Comm’r, 303 U.S. 618 (1938), affirming 90 F.2d 486 (C.C.A.9th 1937). See 
further O’Shaughnessy v. Comm’r, 60 F.2d 235 (C.C.A.6th 1932), cert. denied, 288 U.S. 
605 (1933). Cf. Phillips v. Dime Trust & S. D. Co., 284 U.S. 160 (1931); Comm’r v. 
Emery, 62 F.2d 591 (C.C.A.7th 1933). 

483 The Court also mentioned Gwinn v. Comm’r, 287 U.S. 224 (1932), which was not a 
very sturdy citation. 

44 Cf. Tyler v. United States, 281 U.S. 497, 504 (1930). 
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can pass by will or intestacy. The death of one tenant eventually deter- 
mines the fate of the whole and not merely the fate of a part. 

One constitutional question remained under the statute. Could Congress 
tax the entire property, as under the 1924 and later Acts,** if the joint 
tenancy antedated the advent of the estate tax? In United States v. 
Jacobs ** the Court finally determined that Congress’ behavior was beyond 
judicial reproach. Reasoning which now failed was akin to reasoning 
which had once prevailed. It was contended that the estate tax is imposed 
on transfers at death; that the creation of a joint tenancy effects an im- 
mediate transfer of a one-half interest to the donee-tenant ; that in measur- 
ing the liability by this interest Congress was taxing a transfer made 
before the enactment of the tax; and that the resulting retroactive liability 
was outlawed by the Fifth Amendment.*’ On the basis of precedent the 
disputed liability was at least retroactive if not invalid. But judicial 
precedents may be illusory when judicial attitudes change. Mr. Justice 
Black’s opinion for the Court denied that the tax was retroactive.“ 

The estate’s argument, observed the Justice, misconceived the nature 
of the liability. The tax was imposed not on the initial transfer through 
the creation of the tenancy, but on the change in ownership produced by 
the decedent’s passing. It was irrelevant that the change was linked to 
the earlier transfer preceding the appearance of the tax. A tax “does not 
operate retroactively merely because some of the facts or conditions upon 
which its application depends came into being prior to the enactment of the 
tax.” *° At death “ownership and beneficial rights in the property which 
had existed in both tenants jointly changed into the single ownership of 
the survivor. This change in ownership, attributable to the special char- 
acter of joint tenancies, was made the occasion for an excise, to be 
measured by the value of the property in which the change of ownership 
occurred.” °° Mr. Justice Black’s opinion rejected the plea that the trans- 





45 Revenue Acts of 1924 and 1926, Sec. 302(h); I.R.C. §811(h). 

46 306 U.S. 363 (1939). The opinion disposed of two cases. 

47 See id. at 366. 

48 Mr. Justice Black distinguished Knox v. McElligott as merely determining that the 
statute involved did not reach previously created joint tenancies. But Knox v. McElligott 
held as it did because a tax on half the property was considered retroactive. See this Part, 
supra. In finding a precedent disagreeable, one need not flinch from revealing its true 
contents. The core of the matter is that Mr. Justice McKenna and Mr. Justice Black 
used the same word to express different convictions. The former thought that an estate 
tax is “retroactive” if it is measured by a previously given interest beyond the donor’s 
power of recall. The latter thought that a tax is not “retroactive” if the interest “shifts” 
at the donor’s death and after enactment of the taxing statute. 

49 Compare the analysis in Cahn, Time, Space and Estate Tax, 29 Gro. L. J. 677, 688 
(1941). 

50 Cf. Union Trust Co. v. United States, 54 F.2d 152 (Ct. Cl. 1931), cert. denied, 
286 U.S. 547 (1932). 
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formation affected only half the property because the survivor had pre- 
viously been able to dispose of half. Until the death of the decedent each 
tenant risked “the hazard of losing the complete estate to the other as 
survivor” and the interest of neither could pass by will or intestacy. Be- 
cause of death the survivor obtained a complete fee “with attendant rights 
of possession and disposition by will or otherwise,” including “the sole 
right to sell the entire property without risk of loss which might have 
resulted from partition or separate sale” of half while both tenants were 
alive. In short, there was “a distinct shifting of economic interest, a 
decided change for the survivor’s benefit.” Moreover, Congress had not 
ignored the Constitution in measuring “the amount of the tax by a per- 
centage of the total value of the property, rather than by a part, or by a 
set sum for each such change. The wisdom of the tax and of its measure- 
ment was for Congress to determine.” ™ 

The Jacobs and Tyler opinions were alike, but they were also different. 
Both premised liability on a “shifting of economic interest” from the 
dead to the living,®’ and both permitted the tax to be measured by more 
than the value of the decedent’s interest in the property at the moment of 
death. At the same time there was a marked divergence in reasoning. 
Mr. Justice Sutherland carefully distinguished between two questions: 
(1) whether the tax was indirect; and (2) whether the tax afforded due 
process. The Justice assumed that the tax was invalid unless both ques- 
tions were answered in the affirmative. His conclusion that death “en- 
larged”’ or “ripened” the survivor’s rights in the property disposed of the 
first question only. The second question was favorably answered because 
the decedent alone had supplied the funds which purchased the property, 
and the resulting liability was an appropriate means of preventing avoid- 
ance.°* When we read Mr. Justice Black’s opinion, we find but one ques- 
tion. Did the decedent’s death shift significant incidents of ownership in 
the property from the decedent to the survivor? If so, liability is at peace 
with due process. The opinion seems unconcerned with the origin of the 
property or the appropriateness of the tax as an antidote to avoidance. 

It is possible to minimize the difference in approach as an incidental 
by-product of individual phrasing and emphasis. Again, it is possible to 
dispose of the difference by confining Mr. Justice Black’s opinion to the 
precise context of the Jacobs litigation. Apart from the lingering prob- 
lem of retroactivity, a tax on the entire property was concededly valid for 


51 306 U.S. at 366-71. Justices Roberts, McReynolds and Butler dissented in the belief 
that a tax on more than half of the property was retroactive and void. Cf. Chickering v. 
Comm’r, 118 F.2d 254 (C.C.A.1st 1941), cert. denied, 314 U.S. 636 (1941). 

52 This similarity is unimpaired by the difference between the words and phrases used 
by Mr. Justice Sutherland and those used by Mr. Justice Black. 

58 See this Part, supra. 
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the reasons appearing in the Tyler opinion and there was no need to repeat 
those reasons. If, however, the shifting of significant incidents of owner- 
ship suffices to sustain a tax measured by values transferred before death 
and before enactment of the tax, the same shifting of incidents should 
a fortiori sustain a tax measured by the same values transferred before 
death but after enactment of the tax. Unless the Jacobs opinion is 
accepted at less than face value, it expresses the principle that when the 
decedent’s passing produces a “distinct,” “substantial” or “decided” change 
for the survivor’s benefit at the decedent’s expense, the property concerned 
in the change may be attributed to the decedent for estate tax purposes, 
whether or not the decedent was the source of the property. The safest 
explanation of the difference between the Tyler and Jacobs opinions is that 
Mr. Justice Sutherland perceived more constitutional problems than 
Mr. Justice Black. 

Mr. Justice Black’s reasoning brings us to a question which involves 
Mr. Justice Sutherland’s reasoning. Is an estate tax indirect if death 
ripens or increases the rights of the survivor without terminating any 
rights in the deceased? A survivor may gain although the decedent does 
not simultaneously lose. One example is the payment of life insurance 
proceeds upon the death of an insured who neither paid the premiums 
nor had any incident of ownership in the policy. Another example is the 
falling in of a remainder in trust upon the death of a person who is other- 
wise unrelated to the trust.°* Since Mr. Justice Black concentrated upon 
the shifting of incidents from the decedent, his attention was not directed 
to our question. The Tyler opinion is more revealing though the question 
did not confront the Court. Mr. Justice Sutherland stated that a tax is 
indirect if the occasion of the tax is the creation, enlargement or ripening 
of property rights through death. The tax is indirect, the Justice added, 
regardless of the precise name which Congress attaches to the tax.” 
Certainly a succession duty upon the ripening of rights through death 
would be indirect even if the deceased had no stake in the property. 
Mr. Justice Sutherland informs us that the tax is still indirect if the duty 
is christened an estate tax. 

Yet the distinction between an estate tax and a succession tax is not 
merely a matter of name-calling. Under an estate tax all the successions 
are added together, and the value of the aggregate determines the extent 
of the liability.“ We are now at the outskirts of another problem. Con- 
gress may call any death duty an estate tax, but it does not follow that the 
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54 See further Part V. 

55 See this Part, supra. Mr. Justice Black quoted from this portion of Mr. Justice 
Sutherland’s opinion. See 306 U.S. at 367. 

56 See Part II, discussing Porter vy. Comm’r, 288 U.S. 436 (1933). 
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taxed property may be attributed to the decedent and aggregated with the 
assets which he owns at death. If a settlor were to provide for the fruition 
of a remainder upon his neighbor’s death, due process would presumably 
be denied by a statute which aggregated the neighbor’s property and the 
trust property when the neighbor died. At some point, then, the decedent’s 
relationship to the property may be so remote or tenuous that the property 
may not be attributed to him. How far may Congress go without going 
too far? 

In the Tyler case Mr. Justice Sutherland declared that the property 
might be attributed to the decedent because he had supplied the property 
and the resulting liability was a proper defense mechanism against avoid- 
ance. In the Jacobs case Mr. Justice Black assumed that the property was 
attributable to the decedent once the tax weathered the issue of retro- 
activity. But his reasoning indicated that if a decedent has a “substantial” 
interest in the property at death, the property may be taxed as his though 
he never fully owned or supplied the property during life.°* We need not 
argue that the meaning of a word like “substantial” may obligingly ex- 
pand or contract at the Court’s pleasure. In final analysis, however, the 
question whether property is attributable to a decedent is a question of due 
process, and the answer turns on the difference between the reasonable and 
the arbitrary as the Supreme Court understands the difference. The 
Court’s sense of discrimination has varied from time to time, and the 
variations are examined at intervals beyond. For the present we should 
observe that Mr. Justice Black did not declare property reasonably attribut- 
able to a decedent only if the decedent has a “substantial” interest when 
he dies.°* 


IV. Girts, EspecIALLY TRUSTS, AND JUDICIAL SABOTAGE 


We return now to gifts in trust,? which have repeatedly tried and 
tortured the Supreme Court’s ability to rationalize. Those who are inter- 
ested in tidiness and order should look elsewhere. The scene suggests a 


“quagmire of particularities” * into which all principles sink and disappear. 


It almost seems as if the Court decided “not to approach the issue dia- 


57 Although Mr. Justice Black quoted from the Tyler opinion, he did not refer to Mr. 
Justice Sutherland’s discussion of due process, which emphasized the decedent's contribu- 
tion of the property. Mr. Justice Black’s quotations do include Mr. Justice Sutherland’s 
statement, while discussing the question of “direct” versus “indirect,” that the decedent 
had supplied the property. See this Part, supra. However, the statement was evidently 
of little interest to the quoting Justice. 

58 See further Parts VI and VIII. 

59 See further Parts IV, V and VII. 

1 For an earlier discussion, see Part II. 

2 Cf. McDonald v. Comm’r, 323 U.S. 57, 65 (1944). 
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lectically at all, but merely by fiat.” * In deference to the Court we should 
patiently presume that each case contains some principle upon which judg- 
ment came to rest. But in being respectful we need not assume that the 
principles were coerced by a higher wisdom. 

The case law on trusts derives largely from so-called statutory interpre- 
tation. Section 811(c) of the Code and its predecessors have provided the 
basic text for the Court’s periodic sermons. Since 1916, when the estate 
tax made its debut, subsection (c) has continuously taxed all property 
“To the extent of any interest therein of which the decedent has at any 
time made a transfer, by trust or otherwise, in contemplation of or in- 
tended to take effect in possession or enjoyment at or after his death.” * 
The language of this statute had long been established in death tax legis- 
lation and the scriveners of 1916 considered its presence equally desirable 
in the federal statute.° 

Subsection (c) consists of two provisions. One is devoted to transfers 
“in contemplation of’ the donor’s death, and the other is concerned with 
transfers “intended to take effect in possession or enjoyment at or after” 
his death. Each provision serves the same purpose of taxing dispositions 
made during life which are deemed so testamentary in character as to be 
treated like dispositions made at death.* Other inferences are also per- 
missible before we approach the higher learning of the cases. Neither 
provision speaks of a “transfer” or “transmission” from the donor at his 
death. Neither provision declares that the dispositions involved must be 
“testamentary” in a manner prescribed by some sovereign source beyond 
the statute. Barring constitutional difficulties, if the requirements of either 
provision are met, that should end the matter. But perhaps it is true that 


8 Cf. Kohnstamm y. Pedrick, 153 F.2d 506, 510 (C.C.A.2d 1945). 

#Revenue Act of 1916, Sec. 202(b); Revenue Acts of 1918 and 1921, Sec. 402(c); 
Revenue Acts of 1924 and 1926, Sec. 302(c); I.R.C. §811(c). Subsection (c) does 
not apply to “a bona fide sale for an adequate and full consideration in money or money’s 
worth.” See also I.R.C. § 811(i). 

5 For the pre-1916 evolution of the tax on transfers “intended to take effect in possession 
or enjoyment at or after” the donor’s death, see 56 Yate L. J. 176 (1946) ; Brief for the 
Petitioner, p. 20, n. 8, in Hassett v. Welch, 303 U.S. 303 (1938). For the development 
of the contemplation of death provision, see Federal and State Death Taxes, Reports 
TO THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION (1933) 55, 109; SHuLrz, 
THE TAXATION OF INHERITANCE 121 (1926) ; Bradford, Evolution of the Meaning of the 
Words “Gifts Made in Contemplation of Death” in Inheritance Tax Legislation, 9 Va. L. 
Rev. 267, 269 (1923). 

8 See United States v. Wells, 283 U.S. 102, 110-11 (1931). Cf. Knowlton v. Moore, 
178 U.S. 41, 65-66, 73 (1900), in which Mr. Justice White treated gifts “intended to take 
effect in possession or enjoyment” following death as synonymous with gifts “made in 
contemplation of death.” 
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things are seldom what they seem. At any rate the Court was allergic to 
so simple a conclusion and the allergy has yet to disappear.’ 

Since subsection (c) deals with transfers “intended to take effect in 
possession or enjoyment at or after” the donor’s death, “the mere vesting 
in a technical sense of title to the gift” should be irrelevant.* Unless this 
inference is correct, the draftsmen for some unknown reason decided to 
say “title” by writing “possession or enjoyment.” ® If “title” is irrelevant, 
what is the meaning of “‘possession or enjoyment”? An exhaustive answer 
would probably be unwise even if it were not impossible. But at the very 
least that phrase should denote some satisfaction other than the pleasure 
of obtaining title in the future—at or after the donor’s death. Subsection 
(c) would seem to encompass delayed economic benefits flowing from a 
disposition made during life, whether or not the donee immediately obtains 
title to the transferred interest which represents those benefits.*° Or as 
Mr. Justice Rutledge has stated of related matters, the reference is to 
“economic benefit rather than technical vesting of title or estates.” ** The 
terms “possess” and “enjoy” are not words of art like “fee” in property 
law, “but connote the right to substantial present economic benefit. The 
question is of time, not when title vests, but when enjoyment begins.” ** 

As regards contemplation of death, it is generally agreed that the donor’s 
death need not contribute in the slightest degree toward the donee’s en- 
richment. Estate tax is payable although the gift is “in fact fully executed, 
irrevocable and cannot be defeated.” ** The governing consideration is 


7 Cf. Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309 (1940) ; Harsch and Kaminoff, Transfers Intended to Take Effect in Possession or 
Enjoyment At or After Transferor’s Death Under the Federal Estate Tax, 15 Wasn. L. 
Rev. 19 (1940). 

8 Cf. Vanderbilt v. Eidman, 196 U.S. 480, 493 (1905). 

® See Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & ConTEMP. PRos. 
309, 314 (1940). 

10 Cf, Cahn, Time, Space and Estate Tax, 29 Gro. L. J. 677, 687-88 (1941). 

11 Comm’r y. Estate of Holmes, 326 U.S. 480, 486 (1946), dealing with section 811 (d), 
considered in Parts II and V. Compare Tait v. Safe Deposit & Trust Co. of Baltimore, 
74 F.2d 851, 855 (C.C.A.4th 1935), with Frew v. Bowers, 12 F.2d 625, 627-28 (C.C.A.2d 
1926). There is still another inference to be drawn. Subsection (c) is directed to the 
particular interests created by a transfer. One interest may be “intended to take effect 
in possession or enjoyment” after death while another is not so “intended.” See Burnet v. 
Pacific Southwest Trust & Savings Bank, 45 F.2d 773, 777 (C.C.A.9th 1930), cert. denied, 
283 U.S. 825 (1931) ; Eisenstein, The Hallock Problem: A Case Study in Administration, 
58 Harv. L. Rev. 1141, 1149 (1945). 

12 Fondren v. Comm’r, 324 U.S. 18, 20 (1945). See further United States v. Pelzer, 
312 U.S. 399, 403 (1941) ; Ryerson v. United States, 312 U.S. 405, 409 (1941) ; Comm’r v. 
Disston, 325 U.S. 442, 446 (1945). 

18 See’ Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 91 (1935). But 
compare the attempt to spell out a “passing” in Brief of Petitioners, pp. 8-9, 19, in Shukert 
v. Allen, 273 U.S. 545 (1927). 
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the motivation impelling the transfer.** In this instance the tax does not 
rest on Mr. Justice White’s “transmission” at death or Mr. Justice Black’s 
“decided change for the survivor’s benefit.” ** In addition, the tax on 4 
is measured by property which is the property of B when death occurs. 
How is one to account for this surprising state of affairs? 

In Nichols v. Coolidge ** we are told that Congress may tax gifts in 
contemplation of death to “prevent evasion and give practical effect to the 
exercise of admitted power, but the right is limited by the necessity.” 
Mr. Justice Stone expresses a similar sentiment in the later Milliken 
opinion,” but he also indicates that the taxable event is the gift itself, 
which Congress may tax at the donor’s death as a substitute for a testa- 
mentary disposition. The tax, accordingly, is measurable by the value of 
the given property at the date of death despite a lower value at the date 
of gift,** and the brackets outstanding at death determine the burden to 
be borne. The donor takes “his chances of any increase in the tax burden 
which might result from carrying out the established policy of taxation 
under which substitutes for testamentary gifts” are classed with dis- 
positions at death.*® In-Heiner v. Donnan” it is said that a gift in con- 
templation of death is taxed “because the transfer is considered to be 
testamentary in effect.” Mr. Justice Stone’s dissenting opinion in the same 
case reiterates that the gift is the subject of the tax, adding that nothing 





14 See United States v. Wells, 283 U.S. 102, 117 (1931); City Bank Farmers Trust 
Co. v. McGowan, 323 U.S. 594, 599 (1945); Allen v. Trust Company of Georgia, 326 
U.S. 630, 635 (1946). At present the law seems to be slowly moving toward objective 
criteria of liability in the absence of a strong motivation associated with life. See Paut, 
SUPPLEMENT TO FEDERAL EsTATE AND Girt TAXATION § 6.06 (1946). Cf. Lowndes and 
Rutledge, An Objective Test of Transfers in Contemplation of Death, 24 Tex. L. 
Rev. 134 (1946); Pavenstedt, Taxation of Transfers in Contemplation of Death: A 
Proposal for Abolition, 54 Yate L. J. 70 (1944). 

15 The tax applies though the donee dissipates the property before the donor dies. See 
Humphrey’s Estate v. Comm’r, 162 F.2d 1 (C.C.A.5th 1947). But cf. United States v. 
Provident Trust Co. of Pennsylvania, 35 F.2d 339, 340 (C.C.A.3d 1929), rev'd on other 
grounds, 281 U.S. 497 (1930), in which a tax on transfers made in contemplation of death 
was bravely explained as a levy on transfers “made finally effective at death” through a 
“passing” or “shifting.” 

16 274 U.S. 531, 542 (1927). See also Helvering v. City Bank Farmers Trust Co., 
296 U.S. 85, 91 (1935). We pass over the question whether the opinion should have said 
“avoidance” instead of “evasion.” Cf. Burnet v. Wells, 289 U.S. 670, 675 (1933). See 
Bullen v. Wisconsin, 240 U.S. 625, 630 (1916); Paut, Stupres 1n FepERAL TAXATION 
12 et seq. (1937). 

17 See Milliken v. United States, 283 U.S. 15, 20, 22-24 (1931). 

18 See Chase National Bank v. United States, 278 U.S. 327, 337 (1929); Heiner v. 
Donnan, 285 U.S. 312, 350 (dissent) (1932). 

19 283 U.S. at 23. Cf. Heiner v. Donnan, 285 U.S. 312, 350 (dissent) (1932). As 
regards other types of transfers, see Klein v. United States, 283 U.S. 231, 234 (1931) ; 
Phillips v. Dime Trust & S. D. Co., 284 U.S. 160, 166 (1931). 

20 285 U.S. 312, 322 (1932). See also id. at 324. 
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in the Constitution “necessarily precludes taxation of gifts at the same 
rate and value as if they had passed at the donor’s death, rather than at 
the rate and value prevailing at the time of the gift.” * 

Two principles seem to be at work although the Supreme Court has not 
been precisely articulate in identifying them. An estate tax on gifts in 
contemplation of death is constitutionally secure as an indirect tax because 
the gift itself is the taxable event.** Property owned by B at the death of 
A may be taxed as the property of A in order to protect the estate tax 
from the hovering perils of avoidance.** In view of these principles the 
curious may be tempted to inquire why the Court has been so concerned 
about “transfers” at death when dispositions during life have been un- 
accompanied by contemplation of death.** Has not the Court been over- 
anxious about something which should have been overlooked? Should 
not any gift before death be equally susceptible to estate tax if the resulting 
liability is a reasonable means of safeguarding the estate tax base? More- 
over, since gifts reduce the assets left at death, is not an estate tax on gifts 
necessarily a reasonable means of protecting the base? The Court thought 
not ; and hence the provision taxing gifts intended to take effect in posses- 
sion or enjoyment at death was not very kindly received. The Court 
admitted that the “dominant purpose” of the provision was “to reach 
substitutes for testamentary dispositions and thus to prevent the evasion 
of the estate tax.’’ ** But the Court refused to believe that the provision 
applied unless the donor’s death occasioned a “transfer” from donor to 
donee.”® 

How is one to explain the Court’s conclusion if subsection (c) 
evinced no interest in the conclusion? Several influences apparently in- 
duced the Court to think of things which were unmentioned in the statute. 
One influence was constitutional in character. The Supreme Court had 
originally sustained federal death duties as taxes laid upon a “transmis- 
sion” at death.” The Court then assumed that an estate tax measured 
by property transferred before death was similarly in need of a “trans- 


21 Jd. at 337; and see id. at 350. Cf. Kroger v. Comm’r, 145 F.2d 901 (C.C.A.6th 
1944), cert. denied, 324 U.S. 866 (1945) ; Liebmann v. Hassett, 148 F.2d 247 (C.C.A.1st 
1945) ; Igleheart v. Comm’r, 77 F.2d 704 (C.C.A.5th 1935); Pavenstedt, Taxation of 
Transfers in Contemplation of Death: A Proposal for Abolition, 54 Yate L. J. 70, 87 
(1944) ; 61 Harv. L. Rev. 365 (1948). 

22 285 U.S. at 335-36. Cf. Keeney v. New York, 222 U.S. 525, 537 (1912). 

23 Cf. Knouff, Death Taxes on Completed Transfers Inter Vivos, 36 Micu. L. Rev. 
1284, 1286 (1938). 

24 See Parts II and III. 

25 United States v. Wells, 283 U.S. 102, 116-17 (1931). 

26 Cf. 1 Paut, Feperat Estate anp Girt Taxation §7.04 (1942); Oliver, Property 
Rationalism and Tax Pragmatism, 20 Tex. L. Rev. 675, 690, 694 (1942). 

27 See Part II. 
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mission” at death. As the Fourth Circuit expressed the assumption, if 
“nothing” is transferred, “there is no transfer to tax.” ** Given this 
assumption, another one was probably close behind. A statute which ir- 
cluded property transferred during life in the measure of the tax might 
apply only in instances where the same requirement was satisfied.*” Other- 
wise, if we may resort to a cliche of constitutional law, the Court would 
sanction indirectly what it would not tolerate directly.*° 

The Court’s preoccupation with “transfers” was further indebted to the 
persistent problem of retroactivity.** If the Government sought to collect 
a toll on property conveyed before the enactment of the estate tax, com- 
plaints were heard about the iniquity of retroactive liabilities. The Court 
met the complaints by deciding that the taxable event was a “transfer” 
effected by the donor’s death after the enactment of the tax. The “trans- 
fer” was attributed to the termination of a retained power or interest in 
the decedent which made the property taxable. And so the liability 
emerged immaculately prospective under the Constitution.** The doctrine 
condemning retroactive liability is supposed to prevent a newly sprung 
trap: the imposition of @ tax which was not reasonably foreseeable at the 
time of the voluntary act which is later made taxable.** Any notion of 
entrapment seems bereft of the necessary incriminating circumstances if 
the decedent retains his power or interest after the arrival of the tax and 
despite the warning that liability is in the wind.** Therefore, the Court 
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28 Leser v. Burnet, 46 F.2d 756, 760 (C.C.A.4th 1931). 

29 See further Schuyler, Powers of Appointment and Especially Special Powers: 
The Estate Taxpayer’s Last Stand, 33 ILv. L. Rev. 771, 781 (1939). 

30 See Fairbank v. United States, 181 U.S. 283, 294 (1901); Nichols v. Coolidge, 274 
U.S. 531, 541 (1927). 

81 There is no concerted effort here to deal with the question of retroactivity, which 
embraces more than the estate and gift taxes. Retroactivity is a substantial subject in 
itself. See generally Ballard, Retroactive Federal Taxation, 48 Harv. L. Rev. 592 (1935) ; 
Amberg, Retroactive Excise Taxation, 37 Harv. L. Rev. 691 (1924). 

32 See criticisms in Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & 
Contemp, Pros. 309, 327 (1940); cf. Cahn, Time, Space and Estate Tax, 29 Gero. L. J. 
677, 690 (1941). 

83 See Blodgett v. Holden, 275 U.S. 142, 147 (1927); Milliken v. United States, 283 
U.S. 15, 21 (1931) ; Welch v. Henry, 305 U.S. 134, 147 (1938) ;. Cohan v. Comm’r, 39 
F.2d 540, 545 (C.C.A.2d 1930). Compare the discussions in Lowndes, The Constitution- 
ality of the Federal Estate Tax, 20 Va. L. Rev. 141, 169 (1933), and Tax Avoidance 
and the Federal Estate Tax, 7 LAw & Contemp. Pros. 309, 326 (1940); Surrey and 
Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cor. L. Rev. 1332, 
1368 (1932) ; Rottschaefer, Taxation of Transfers Intended to Take Effect in Possession 
or Enjoyment at Grantor’s Death, 14 Minn. L. Rev. 613, 636 (1930) ; Schuyler, Powers 
of Appointment and Especially Special Powers: The Estate Taxpayer's Last Stand, 
33 Inv. L. Rev. 771, 785 (1939) ; Eisenstein, Another Glance at the Hallock Problem, 1 
Tax L. Rev. 430, 436-38 (1946), and The Clifford Regulations and the Heavenly City 
of Legislative Intention, 2 Tax L. Rev. 327, 383 et seg. (1947); Note, 31 Cor. L. Rev. 
997, 996 (1931). 

34 It is assumed that the power or interest is releasable. 
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might have simply held that while the subject of the tax was the earlier 
disposition, the liability was not an arbitrary exaction. It had often been 
held that “a tax is not necessarily unconstitutional because retroactive.” * 
But the Court was loath to confess that retroactive death taxation was 
permissible and found instead a taxable “transfer” at death.** A dis- 
criminating Court would have discerned that a principle drafted to handle 
the issue of retroactivity might well be released from duty if the issue 
were not involved. 

A third influence which affected the Court’s reactions to subsection (c) 
was a canon of ethics. Civilized estate taxes, it was felt, should carefully 
confine their activities to “transfers” at death. True, the taxation of gifts 
in contemplation of death was a conceded exception, but the exception 
only emphasized the general rule that the tax should not tamper with 
dispositions from the living to the living.*’ A gift in contemplation of 
death was something unmistakably evil; it was unmitigated tax avoidance 
of the crude and primitive variety. The canon about “transfers” at death 
had to be suspended in order to overcome the evil. If the exception hedged 
the rule, the rule also hedged the exception. Gifts not enveloped by the 
same atmosphere of evil motivation were to be left undisturbed unless 
something else was present—a “transfer” at death.** Why, it may be 
asked, should a “transfer” have made a difference? For the reason, it may 
be answered, that a “transfer” took care of an unpleasant situation. Con- 
gress had imposed an estate tax on gifts not made in contemplation of 
death, although an enlightened estate tax should generally leave gifts 
alone. The Court’s problem was to evolve a formula which would preserve 
the substance of its canon of ethics and yet seemingly respect the statute. 
The concept of a “transfer” at death provided the desired deliverance 
from the dilemma. According to the cooperative formula, estate taxes rest 
initially on the testamentary disposition of property at death; the dis- 
tinguishing characteristic of a testamentary disposition is that the prop- 
erty is “transferred” at death; in taxing gifts not occasioned by con- 
templation of death, Congress must have intended to reach gifts that are 


85 Welch v. Henry, 305 U.S. 134, 146 et seq. (1938). See further Milliken v. United 
States, 283 U.S. 15, 21 (1931); Untermyer v. Anderson, 276 U.S. 440, 447 et seq. 
(dissent) (1928). 

36 See, for example, Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), discussed in 
Part II and this Part, infra. Cf. United States v. Jacobs, 306 U.S. 363 (1939), discussed 
in Part III. In another area, see International Harvester Co. v. Wisconsin Department 
of Taxation, 322 U.S. 435, 445 (1944). 

87 See Heiner v. Donnan, 285 U.S. 312, 322 (1932), considered in this Part, infra. 
But see Parts V and VII. 

88 See discussion in this Part, infra, of Reinecke v. Northern Trust Co., 278 U.S. 339, 
347-48 (1929). 











428 


testamentary in nature; a gift is testamentary in nature if the given 
property is “transferred” at death. 

A fourth influence, of course, was the Court’s marked distaste for the 
estate tax. “The federal estate, gift and income taxes are more than 
revenue measures. To many they appear the articulate expression of an 
aggressive social philosophy looking toward a radical revision of the 
existing order and a far-reaching redistribution of economic and political 
power. The temptation to a court, which is out of sympathy with the 
estate tax, to seize upon technical legalistic difficulties in order to frustrate 
its effective application is naturally great.” *° Quite likely, all Justices of 
the Supreme Court have not been equally disturbed by a threatened 
“revision of the existing order,” but for a time enough were offended to 
leave little of subsection (c). Even those who may not have been very 
worried were usually indifferent to the sabotage of their brethren. In the 
absence of hostility or apathy some Justice might have suspected, for 
example, that a trust may be a far more effective avoidance device than 
an outright gift in contemplation of death. As a rule a settlor is unwilling 
to give without some strings attached, ranging from the postponement of 
the donee’s enjoyment to the retention of various controls over the dis- 
position and management of the property. In contrast, the donor of an 
outright gift is willing to abandon all his incidents of ownership now in 
order to deprive the Government of its tax later. Hostility and apathy 
had their way to such an extent that perhaps the most obviously taxable 
trust was left untaxed.*° In fact, once the “transfer” requirement was 
introduced, the Court was able to do pretty much as it pleased in producing 
results which pleased itself. Regardless of “possession” and “enjoyment” 
a gift was taxable only if the property was “transferred” or, as the cases 
also stated, if the property “passed” or “shifted” at death. And the Court 
alone determined the nature of a “transfer” since there was no statute to 
say yea if the Court wished to say nay. 

We come now to the dismal details of doctrine. Our story opens with 
Mr. Justice Holmes’ opinion in Shukert v. Allen.*? The decedent had 


TAX LAW REVIEW [Vol. 3: 





39 Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309, 310 (1940). Cf. FranKrurter, Law anp Poritics 54 (1939): “It ought not to 
be surprising that this deep-seated sentiment against the taxation of wealth should be 
shared by members of our Supreme Court.” These words were written when Mr. Justice 
Frankfurter was not yet Mr. Justice Frankfurter. Apropos of subsection (c), he then 
referred (at 55) to the “technical and sterile definitions of ‘possession and enjoyment.’” 

40 See this Part, infra, in connection with May v. Heiner, 281 U.S. 238 (1930). 

41 For a kinder explanation of the Court’s behavior, see Ray, The Estate Tax on 
Transfers Intended to Take Effect in Possession or Enjoyment At or After Death: 
Helvering v. Hallock, 29 Gro. L. J. 943, 944 (1941). Cf. Knouff, Death Taxes on Com- 
pleted Transfers Inter Vivos, 36 Micu. L. Rev. 1284, 1288 (1938). 

42273 U.S. 545 (1927). Cf. Fidelity & Columbia Trust Co. v. Lucas, 7 F.2d 146 
(W. D. Ky. 1925). 
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created a trust, providing generally that the income should be accumulated 
for thirty years, and that the assets should then be divided among his three 
children or their issue.** When the trust was established, the decedent was 
fifty-six and his life expectancy about sixteen years. A few months later 
he died. The two lower courts agreed and disagreed as to the consequences. 
Each thought that the trust property was taxable because the settlor had 
postponed the beneficiaries’ enjoyment of the property “beyond any time 
that he expected to live himself.” But one affirmed and the other denied 
that equitable title had immediately passed to the beneficiaries upon the 
creation of the trust.** Mr. Justice Holmes settled this difference in his 
laconic manner : the beneficiaries’ interests were immediately vested, subject 
to divestment.** His opinion, however, was not so narrowly confined. 
Both litigants had argued about other issues with a more substantial tax 
content. The taxpayer had contended that estate tax may not be imposed 
unless the property “passes” from the donor at his death; that subsection 
(c) accordingly taxes only property retained in his possession or enjoy- 
ment until that event when something “ceases” and something “passes.” “* 
The Government had asserted that neither proposition was correct.“ 

Mr. Justice Holmes disapproved of tax liability without intruding upon 
this area of debate. The Justice declared that the transfer was “imme- 
diate and out and out, leaving no interest remaining in the testator,” and 
that the trust did not refer to the decedent’s death but was “the same 
and unaffected” whether he lived or died. The Justice also pointed out 
that the testator had not acted in contemplation of death, though “being 
fifty-six years old, if he thought about it, he would have contemplated the 
possibility or probability of his being dead” before distribution. Then the 
Justice generalized, “it seems to us tolerably plain, that when the grantor 
parts with all his interest in the property to other persons in trust, with 
no thought of avoiding taxes, the fact that the income vested in the bene- 
ficiaries was to be accumulated for them instead of being handed to them 


43In the event of “extreme destitution and lack of the necessities of life,’ the trust 
instrument authorized a slight advance to the beneficiaries before the termination of the 
trust. If all the beneficiaries died more than 21 years before the specified termination 
date, the trust was to end 21 years after the death of the last surviving beneficiary. 

44 300 Fed. 754, 756 (D. Neb. 1924), and 6 F.2d 551, 553 (C.C.A.8th 1925). The 
Circuit Court of Appeals made some untenable and confusing distinction between “trans- 
fer” and “trust” as used in the statute. 

45 273 U.S. at 547. 

46 See Brief of Petitioners, pp. 8-9, 14 et seg. The estate had also maintained that the 
donor’s death did not affect the donee’s interests, and that their enjoyment dated from 
the transfers because of an immediately vested interest in the property and accumula- 
tions. See id. at 31 et seq. It had been additionally argued that an interpretation in favor 
of the Government would raise serious constitutional questions. See id. at 21; Reply Brief 
of Petitioners, p. 5. 

47 Brief for the Respondent, pp. 6 e¢ seq. 
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to spend, does not make the trust one intended to take effect in possession 
or enjoyment at or after the grantor’s death.” Therefore, it was unneces- 
sary to decide whether subsection (c) “should be construed to refer only 
to transfers of property the possession or enjoyment of which does not 
pass from the grantor until his death.” ** 

If a settlor were to postpone all distributions for a period well exceeding 
the most optimistic estimate of his ability to survive, the beneficiaries’ 
possession and enjoyment would be deferred until after the donor’s death. 
Would it not also be true that the delay had been “intended” within the 
meaning of subsection (c)? At first blush “intended” may suggest a 
subjective principle of liability.“ A transferred interest is taxable only if 
the donor actually wished possession or enjoyment of the interest to be 
postponed until after his death. But what is said and done is significant 
evidence of what was thought and contemplated. Trust provisions are 
generally supposed to express the settlor’s wishes in appropriate legal 
jargon. In our illustration it would be “tolerably” plain that the donor 
had intended possession and enjoyment to follow his death. This con- 
clusion would be just as plain if the criterion of taxability were objective 
or external in the sense that the controlling consideration is what the donor 
did rather than what he wished. The terms of the trust would again relate 
the same tale of delayed possession and enjoyment.” 

In view of Mr. Justice Holmes’ opinion no estate tax would be due in 
our hypothetical case. A gift is not “intended to take effect in possession 
or enjoyment” after the donor’s death merely because the donor directs 
that possession or enjoyment be withheld uritil a time when he is sure to 
be dead. Something more must be shown although the language of sub- 
section (c) does not demand something more. At this point the opinion 
ceases to be informative except for a suggestion or two. Mr. Justice 
Holmes indicated that subsection (c) does not apply to a trust which has 
“no reference to the donor’s death but is the same and unaffected whether 
he lives or dies.” The thought here was that the donor’s death must be 
a determinative factor in the movement of possession or enjoyment to 


48 273 U.S. at 547, 548. Evidently the Court did not consider the tax inapplicable 
merely because the beneficiaries’ interests were “vested” before death. See, however, 
the later developments noted in this Part, infra, and compare Mr. Justice Roberts’ views 
in Helvering v. Hallock, 309 U.S. 106, 126 (1940). 

49 See Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 
Cor. L. Rev. 1332, 1337 (1932) ; Rottschaefer, Taxation of Transfers Intended to Take 
Effect in Possession or Enjoyment at Grantor’s Death, 14 Minn. L. Rev. 453, 454 
(1930). Cf. Opper, J., in Frances Biddle Trust, 3 T.C. 832, 842 (1944), discussed in 
Pau, SUPPLEMENT TO FEDERAL Estate AND Girt TAXATION 178 (1946). 

50 Cf. Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cov. L. 
Rev. 1332, 1333 (1932). 
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the donee. On the other hand, there was a faint trace of the subjective ™ 
in Mr. Justice Holmes’ observation that the decedent had “no thought 
of avoiding taxes.” ** Perhaps it was felt that a gift postponing enjoy- 
ment until after the donor’s death might be taxable if accompanied by a 
desire to escape the estate tax. In that case two criticisms would be 
relevant. A gift motivated by a desire to avoid tax would be eligible for 
treatment as a transfer in contemplation of death.** Furthermore, in tax- 
ing gifts “intended” to take effect in possession or enjoyment following 
the donor’s death, the statute draws no distinctions on the basis of the 
donor’s purpose. Indeed, if a donor defers the donee’s enjoyment, the 
delay has nothing to do with the desire to avoid tax. This desire may 
induce the donor to make a gift; it will not induce him to postpone its 
“falling in.’”’ However, it is probably wise to minimize these criticisms. 
The Court soon stated that the gift of the remainder interest went untaxed 
in Shukert v. Allen because it was “made without reference to the donor’s 
death,” ** 

Judges are inclined, Holmes wrote, “to leave the very ground and foun- 
dation of judgments inarticulate.” °° Shukert v. Allen aptly illustrates his 
observation. The Justice’s conclusion was hardly coerced by the language 
of subsection (c). Yet he made no attempt to justify his reading of the 
statute, and the entire matter of interpretation was handled as if there was 
nothing to explain.°* A few unspoken premises may be suspected. In the 
first place, the Court very likely had a strong aversion to an estate tax on 
gifts which are not related to the donor’s death in a very special manner, 


51 The Government had partly relied on subjective considerations consisting of state- 
ments by the donor. See Brief for the Respondent, pp. 9, 11-13, 19-23. 

52 Cf. Nichols v. Coolidge, 274 U.S. 531, 541 (1927); and the tenor of Comm’r v. 
McCormick, 43 F.2d 277, 279 (C.C.A.7th 1930), rev’d, 283 U.S. 784 (1931); Reg. 37 
(1921 ed.), Art. 25, and Reg. 63, Art. 21, as amended by T.D. 3487, II-1 Cum. Butt. 301 
(1923). 

58 Farmers’ Loan & Trust Co. v. Bowers, 98 F.2d 794 (C.C.A.2d 1938), cert. denied, 
306 U.S. 648 (1939) ; Commonwealth Trust Co. of Pittsburgh v. Driscoll, 50 F. Supp. 
949 (W. D. Pa. 1943), aff'd, 137 F.2d 653 (C.C.A.3d 1943), cert. denied, 321 U.S. 764 
(1944) ; see Allen v. Trust Company of Georgia, 326 U.S. 630; 635 (1946) ; Fox, Estate 
Taxation: Contemplation of Death, PracticaL ASPECTS OF FEDERAL TAXATION (Bureau 
of National Affairs) 3, 7 (1946). 

54 See Reinecke v. Northern Trust Co., 278 U.S. 339, 347 (1929). The Court has since 
taken it for granted that liability is objective. If “possession” or “enjoyment,” as the 
Court understands these terms, takes effect at or after death, tax is imposed without any 
inquiry as to the specific “intention” in the donor’s mind. Eyes have been concentrated 
on “taking effect” rather than “intended.” Of course, the principle that something must 
“pass” or “shift” at death is thoroughly objective. 

55 Ho_mMEs, CoLLecTED Lecat Papers 184 (1920). 

56 Cf, Frankfurter, Some Reflections on the Reading of Statutes, 47 Cor. L. Rev. 527, 
531 (1947). 
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as through contemplated death or tax avoidance."’ Probably a kindred 
inarticulate premise was the fear that if tax were sustained a vast number 
of “innocent” trusts would be caught. Gifts in trust commonly include 
interests which are placed beyond possession or enjoyment until after the 
donor is gone.®* A third factor may also have played a significant though 
silent role. If the Government had prevailed, troublesome administrative 
problems would have asserted themselves. The obvious question would 
have arisen whether a gift is necessarily taxable when the donee is de- 
prived of enjoyment for a period in excess of the donor’s life expectancy 
at the date of gift.°° Would the result be affected by the donor’s failure to 
die within his allotted span, so that the donee actually obtained enjoyment 
during the donor’s life? °° Would there be a difference between a period 
of postponement which a donor might survive and a period of postpone- 
ment which he could not survive according to contemporary medical 
opinion? Would a distinction be made between a period of postponement 
which barely exceeded the donor’s life expectancy at the date of gift and a 
period of postponement which was a good deal longer? ® If the last ques- 
tion were answered in thé affirmative, wouid a distinction in degree evolve 
from case to case? ** Mr. Justice Holmes’ answer helpfully avoided such 
questions. 

Shukert v. Allen served notice that subsection (c) would not be wel- 
comed with open arms by the Supreme Court. Nichols v. Coolidge * was 
a reminder that first impressions were not misleading. Almost a decade 
before the estate tax was enacted the decedent and her husband had placed 
property in trust, reserving the income to themselves and the survivor of 
the two. The property was then to be paid over to their children, or, if 
any child predeceased the survivor of the two settlors, to the child’s dis- 


5? Cf. Bradley v. Nichols, 13 F.2d 857, 859 (D. Mass. 1926), aff’d, 27 F.2d 47 (C.C.A. 
1st 1928), expressing serious doubts whether an estate tax in the Shukert context would 
be constitutional. “To say that property which has been completely given away, and upon 
the disposition of which the donor’s death has no effect, is still part of the donor’s estate, 
is to say something which is simply not true.” The constitutional question was mooted 
in Shukert v. Allen. See note 46 supra. 

58 This point was made. See Reply Brief of Petitioners, p. 10. 

59 Cf. Estate of William A. Taylor, 2 T.C. 634 (1943). 

60In Ithaca Trust Co. v. United States, 279 U.S. 151 (1929), Mr. Justice Holmes 
measured estate tax liability in the light of the expectancy tables and not actual events. 

61In the same connection, would a gift be taxable if the donee’s possession or enjoy- 
ment awaited the death of some third person whose life expectancy exceeded that of the 
donor? For example, a gift to one’s grandchild often takes effect in possession or enjoy- 
ment upon the death of one’s child. 

62 Cf, Harrison v. Schaffner, 312 U.S. 579, 583-84 (1941). See further Note, 95 U. or 
Pa. L. Rev. 538, 547 (1947). 

68 274 U.S. 531 (1927), discussed in Thurber, Federal Taxation of Antecedent Transfers, 
63 U. S. L. Rev. 330 (1929). Cf. Coolidge v. Long, 282 U.S. 582 (1931), considering the 
same trust under the Massachusetts death tax. 
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tributees under the rules of intestate succession. After the enactment of 
the tax the settlors assigned their remaining interests to the children.” 
The trial court held that subsection (c) applied since possession and 
enjoyment of the principal were not to materialize until after the donor’s 
death. As in Shukert v. Allen, the reluctant taxpayer argued that an 
estate tax is imposed on a transmission at death and property should not 
be taxed unless the decedent retains some interest which passes from him 
at death. The trial court’s attitude toward the statute was more generous. 
It thought that an estate tax may reasonably be measured by gifts which 
are testamentary in character and that the reasonableness of the measure 
does not depend on a retained interest in the given property, whether the 
gift is in contemplation of death or postpones possession or enjoyment 
until after death. Nevertheless the transfer escaped tax because under the 
circumstances subsection (c) imposed an arbitrarily retroactive exaction, 
forbidden by due process. For nothing “passed” at the donor’s death; “no 
interest ceased with corresponding accretion to the living.” But, the 
opinion added consolingly, subsection (c) may constitutionally apply 
though nothing “passes” if the transfer is made after its enactment. Then 
the donor “has availed himself” of a privilege “with knowledge of the tax, 
actual or constructive”; “he has voluntarily subjected himself to its 
burden,” and the statute reflects “a reasonable classification, and this even 
if the decedent has entirely parted with all interest in the property.” °° 
The Supreme Court agreed that no tax was payable. Mr. Justice Mc- 
Reynolds wrote a bewildering opinion in behalf of himself and four other 
Justices, while the remairiing four ratified the result but not his reasoning.* 
Certainly there was no need to appraise any constitutional question unless, 
as the lower court thought, subsection (c) reached the transfer. The 
uninitiate might therefore surmise that at least a majority of the Court 
considered the subsection applicable. Mr. Justice McReynolds not only 
declared that the provision embraced pre-1916 gifts,°* but discussed the 


64 The case also involved the taxability of residential property which the decedent had 
conveyed to her children. Contemporaneously the donees had leased the property to her 
for one year at a nominal rental, subject to annual renewal until notice to the contrary. 
It had been “understood” that a renewal would be made at the request of the donor. 
The Supreme Court approved the lower court’s view that the gifts were not taxable 
because they were “completed during the lifetime of the donor” and the donees’ “right 
to come into full possession did not depend in the slightest degree upon the death of the 
grantor.” 274 U.S. at 531, 538. Cf. 1 Paut, Feperat Estate anp Girr TAXATION 
§§ 7.18, 10.08 (1942). Only a hardy soul would expect the Supreme Court of today to 
ratify such palpable avoidance. 

65 4 F.2d 112 (D. Mass. 1925). 

86 Jd. at 115-17. Cf. Hill v. Nichols, 18 F.2d 139 (D. Mass. 1927). 

67 The latter four were Justices Holmes, Brandeis, Sanford and Stone. See Ballard, 
Retroactive Federal Taxation, 48 Harv. L. Rev. 592, 594, n. 15 (1935). 

88 See 274 U.S, at 539. But cf. Hassett v. Welch, 303 U.S. 303 (1938). 
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constitutional problem as if it were quite a lively issue. Yet two years later 
the entire Court explicitly denied that subsection (c) encompassed a 
similar disposition of property.®* Hence we must conclude that five Justices 
changed their mind or that our understanding of Mr. Justice McReynolds’ 
opinion is so erroneous as to merit censure. If, however, Mr. Justice 
McReynolds and the other four Justices did not consider the statute 
applicable, they strangely ignored the admonition that constitutional ques- 
tions entail a responsibility of “great gravity and delicacy,” and should 
never be resolved unless a decision is unavoidable."® We should hesitate to 
believe that the five Justices were so thoughtless as to invalidate the tax 
without inquiring whether the tax had been imposed.” If there is no 
statute to apply, there is no statute to nullify. 

In fact, the problem of understanding Mr. Justice McReynolds’ opinion 
is a substantial undertaking in itself. Several sentences which say nothing 
about retroactivity are flavored with his usual cocksure observations on 
behalf of the Founding Fathers.”* Perhaps we can put together some of 
the pieces in the puzzle if we concentrate on the Government’s major 
contention. In order to surmount the obstacle of retroactivity the Gov- 
ernment distinguished between the subject of the tax and the measure of 
the tax. The subject of the estate tax, it argued, was “the transfer from 
the dead” or transmission by will or intestacy. The purpose of subsection 
(c) was to include certain gifts in the measure of the tax on the basis of 
their testamentary character. As a result there was no retroactive liability 
because the tax had been enacted before the donor’s death produced “the 
transfer from the dead” or “subject” of the tax. This method of measur- 
ing liability was defended as a reasonable means of treating alike all 
decedents who made testamentary dispositions,"* whether by will or inter 
vivos trust."* The Government additionally argued that if the creation of 





89 Reinecke y. Northern Trust Co., 278 U.S. 339 (1929). This discrepancy escaped 
the Tax Court in Emily King Parker, 30 B.T.A. 342, 350 (1934), aff'd, 84 F.2d 838 
(C.C.A.8th 1936). 

70 See Ashwander vy. Tennessee Valley Authority, 297 U.S. 288, 345 (1936). 

71 See Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 
Cor. L. Rev. 1332, 1367 (1932) ; Lowndes, The Constitutionality of the Federal Estate 
Tax, 20 Va. L. Rev. 141, 153 (1930) ; Brief for the Petitioner, pp. 11, 17, in Reinecke v. 
Northern Trust Co., 278 U.S. 339 (1929). The Court paid no particular attention to 
the reserved life estate later assigned to the donees. It addressed itself to the initial 
transfer of the corpus, which fell in at death. 

72 See 274 U.S. at 540-41. 

78 Aside from retroactivity, the Government contended that a trust is testamentary 
and taxable under (c) if the possession and enjoyment of the remainder are deferred 
until after the donor’s death. See Brief for Plaintiff in Error, pp. 9, 13, 20, 33. 

T See id. at 10 et seq.; 274 U.S. at 539-40. Cf. McElligott v. Kissam, 275 Fed. 545, 
547-48 (C.C.A.2d 1921), rev’d on other grounds sub nom. Knox v. McE!ligott, 258 U.S. 


546 (1922). 
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the trust was the taxable event, the asserted tax was still a valid excise." 
Mr. Justice McReynolds replied that the inter vivos transfer is the taxable 
subject, no matter when the transfer is made, and he then condemned the 
tax as an assault upon due process of law. “Under the theory advanced 
for the United States,” to quote the outraged Justice, “the arbitrary, 
whimsical and burdensome character of the challenged tax is plain enough. 
An excise is prescribed, but the amount of it is made to depend upon past 
lawful transactions, not testamentary in character and beyond recall. 
Property of small value transferred before death may have become im- 
mensely valuable, and the estate tax, swollen by this, may leave nothing 
for distribution. Real estate transferred years ago, when of small value, 
may be worth an enormous sum at the death. If the deceased leaves no 
estate there can be no tax; if, on the other hand, he leaves ten dollars both 
that and the real estate become liable. Different estates must bear dis- 
proportionate burdens determined by what the deceased did one or twenty 
years before he died.” ** 

Mr. Justice McReynolds’ reasoning is a curious demonstration of 
applied logic. The startling disparity in burden as between a decedent 
who leaves ten dollars and a decedent who leaves nothing presupposed 
that the Government’s theory of liability under subsection (c) was correct 
despite the Justice’s conclusion that the theory was incorrect." If the 
imposition of tax hinges on a transfer by will or intestacy, and certain 
transfers during life only assist in measuring the liability, the contrast 
in incidence dramatized by Mr. Justice McReynolds may be more than 
hypothetical. One who has ten dollars to bequeath produces a taxable 
event, and the tax is measured in part by the value of his transfers intended 
to take effect in possession or enjoyment after his death. One who has 
nothing to bequeath produces no taxable event; and there is no tax to be 
measured though he has made similar transfers. Fortunately it is well 
settled, along the lines of the Justice’s explanation, that each provision 
which includes in the gross estate some interest other than assets owned 
at death is self-sufficient and does not depend upon any transmission by 
will or intestacy." If a transfer is intended to take effect in possession 
or enjoyment at or after the donor’s death, the transferred property is 


75 See Brief for Plaintiff in Error, pp. 39 et seq. 

76 274 U.S. at 542. See further Curley v. Tait, 276 Fed. 840 (D. Md. 1921); Boyd v. 
United States, 34 F.2d 488 (D. Conn. 1929). Cf. Wyeth v. Crooks, 33 F.2d 1018, 1022 
(W. D. Mo. 1928). Since we are not concerned with retroactivity as such, we refrain 
from exploring Mr. Justice McReynolds’ reasoning on that inflammable subject. See 
Ballard, Retroactive Federal Taxation, 48 Harv. L. Rev. 592, 605 (1935). 

77 Cf. Rottschaefer, Taxation of Transfers Intended to Take Effect in Possession or 
Enjoyment at Grantor’s Death, 14 Minn. L. Rev. 613, 626 (1930); Thurber, Federal 
Taxation of Antecedent Transfers, 63 U. S. L. Rev. 330, 338 (1929). 

™8 See Porter v. Comm’r, 288 U.S. 436, 442 (1933). . 
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taxed, regardless of whether the donor’s personal representative has any 
property to administer. It is not often that a tax is deemed invalid for 
consequences which the tax cannot produce. 

In rejecting the Government’s theory of liability under subsection (c), 
the Justice allowed himself to say much more than the decision required 
him to say. While denying that subsection (c) merely measures the tax 
on transfers at death by the value of testamentary transfers made during 
life, he also denied that the conveyance in question was “testamentary” 
in any “proper sense” or bore a “substantial relationship to the transfer 
by death.” Then came the utterance, “The mere desire to equalize taxation 
cannot justify a burden on something not within congressional power.” *° 
The Justice did not reveal the nature of a “testamentary” disposition, nor 
did he endeavor to explain why the trust before him lacked the necessary 
characteristics. He simply assumed without any qualms that a gift of a 
remainder which the donee cannot possess and enjoy until after the donor’s 
death is not “testamentary.”” He also assumed that the governing criteria 
of a “testamentary” disposition are the exclusive concern of the courts, 
and that a disposition which fails to satisfy these criteria is not “testa- 
mentary.” *° These two implicit propositions were joined by a third: if a 
gift is not “testamentary” in nature, it cannot be subjected to estate tax in 
the absence of some “transfer” at death. “Certainly,” the Justice philoso- 
phized, “Congress may lay an excise upon the transfer of property by 
death reckoned upon the value of the interest which passes thereby. But 
under the mere guise of reaching something within its powers Congress 
may not lay a charge upon what is beyond them.” * 

In the final sentence of his opinion Mr. Justice McReynolds noted that 
the Court was not passing upon the validity of subsection (c) as applied 
to transfers made after its initial enactment.** The sole difference between 
transfers before and transfers after is that the latter are made “upon notice 
of the law’s command” ** and the decedent-to-be may presumably arrange 
his dispositions accordingly. Despite Mr. Justice McReynolds’ reserva- 
tion subsection (c) faced a melancholy future. His opinion warned that 
an estate tax is only measurable by property passing at death or transferred 
prior to death via a testamentary disposition. He intimated with a minimum 


79 274 U.S. at 540. 

80 Cf, Thurber, Federal Taxation of Antecedent Transfers, 63 U. S. L. Rev. 330, 337 
(1929). 

81274 U.S. at 541. The paragraph containing this thought closes with, “Taxes are 
very real things and statutes imposing them are estimated by practical results.” See 
further Frew v. Bowers, 12 F.2d 625, 628-29 (C.C.A.2d 1926). But cf. Maxwell v. 
Bugbee, 250 U.S. 525 (1919), and see Lowndes, Rate and Measure in Jurisdiction to 
Tax—The Aftermath of Maxwell v. Bugbee, 49 Harv. L. Rev. 756 (1936). 


82 274 U.S. at 543. 
88 See Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 89 (1935). 
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of reticence that only a gift in contemplation of death is’an inter vivos 
disposition which is adequately testamentary to forego the “passing” re- 
quirement.** If the warning and intimation were added together, a gift 
was not constitutionally taxable as a transfer intended to take effect in 
possessicn or enjoyment following the donor’s death unless the transferred 
property “passed” from the donor at death. The Court would naturally 
decide whether property “‘passed”’ in a satisfactory manner. 

The next stage in the transition of subsection (c) from riches to rags 
was Reinecke v. Northern Trust Company.® In this case the entire Court 
sustained an estate tax on pre-1916 trusts which were revocable by the 
settlor until he died after 1916.8%° Both Government and taxpayer re- 
garded subsection (c) as applicable; *’ the question was whether the tax, 
as in Nichols v. Coolidge, unconstitutionally sought out gifts which were 
made when no tax was yet imposed. Mr. Justice Stone exorcised the 
spectre of retroactivity by selecting the termination of the power through 
death and the resulting “completion” of the gift or “passing” of the 
property as the taxable event.** As the “event” occurred after the passage 
of the statute, the statute was not retroactive.*® Mr. Justice Stone’s reason- 
ing then penetrated into the meaning of the statute through the Court’s 
simultaneous exoneration of another group of trusts. 

The controversy over these trusts involved three provisions in the 
instruments. The decedent had retained a power of amendment exer- 
cisable with the consent of beneficiaries whose interests would be adversely 
affected ; °° he had reserved managerial powers, including control of in- 
vestments and authority to vote the trusteed stock; and the remainders 


84 274 U.S. at 540-42. 

85 278 U.S. 339 (1929). 

86 The donor had also reserved a life estate, but this reservation did not enter into the 
decision. Compare, however, Mackay v. Comm’r, 94 F.2d 558, 561 (C.C.A.2d 1938) ; 
and note the indication in Farmers’ Loan & Trust Co. v. Bowers, 29 F.2d 14, 17 
(C.C.A.2d 1928), that a reserved power to revoke unaccompanied by a reserved life estate 
would not make a transfer intended to take effect in possession or enjoyment at or after 
death. 

87 The state decisions on powers of revocation under similar statutes have varied. See 
Rottschaefer, Taxation of Transfers Intended to Take Effect in Possession or Enjoy- 
ment at Grantor’s Death, 14 Minn. L. Rev. 453, 473 (1930); Knouff, Death Taxes on 
Completed Transfers Inter Vivos, 36 Micu. L. Rev. 1284, 1289 (1938). 

88 Cf. Porter v. Comm’r, 288 U.S. 436, 442 (1933), in which the Northern Trust Com- 
pany opinion is explained in terms of the retained power to control “title.” See further 
Part II. 

89 The Government had relied on a “transmission” at death in meeting the retroactivity 
issue. See Brief for the Petitioner, pp. 19 e¢ seg. Otherwise the basic position had been 
that subsection (c) applied because the donees’ possession and enjoyment of the property 
awaited the donor’s death. 

90 We are stating Mr. Justice Stone’s view of the power to amend. See, however, note 
92 infra. 
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had been scheduled to take effect in possession and enjoyment after his 
death.” The Court made short shrift of the decedent’s shared power of 
amendment. Even if the power “was broad enough to authorize disposi- 
tion of the trust property among new beneficiaries or to revoke the trusts,” 
it was not exercisable without the consent of beneficially interested per- 
sons. “Since the power to revoke or alter was dependent on the consent 
of the one entitled to the beneficial, and consequently adverse, interest, the 
trust, for all practical purposes, had passed as completely from any control 
by decedent which might inure to his own benefit as if the gift had been 
absolute.” *? The powers of management were equally immaterial because 
they did not afford the decedent “any control over the economic benefits 
or the enjoyment of the property.” If he had reserved similar powers as 
trustee, the transfers would not have been “incomplete” ; and his failure 
to reserve them as trustee made no difference.** To sum up the Court’s 
reasoning, the “shifting of the economic interest in the trust property 
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®1 Under one trust the donor’s wife was to receive a stated sum during their joint 
lives and the remaining income was to be accumulated. After his death the wife was to 
receive the same sum for life or until she was entitled to share in his estate, and the 
balance of the income was payable to the children or their issue. The trust was to 
terminate five years after the donor’s death or on the wife’s death if it occurred later. 
Upon termination the property was payable to their children and the issue of deceased 
children or, in the alternative, to the donor’s surviving issue. The donor reserved a right 
to “alter, change or modify the trust” with the consent of a majority of the named bene- 
ficiaries. Under each of the other four trusts the income was payable to a named 
beneficiary or his issue. After the donor’s death the income was payable to the beneficiary 
for life or until the trust ended. Each of the four trusts was to terminate five years 
after the donor’s death or upon the death of the surviyor of the named beneficiary and the 
donor. Then the property was payable to the beneficiary, if living, or to the beneficiary’s 
appointees, his surviving issue, or the issue of the donor. The donor had a similar power 
of revision which was exercisable in conjunction with the named beneficiary. Mr. Justice 
Stone inaccurately stated that the four trusts were “terminable five years after the 
settlor’s death or on the death of the respective life tenants, whichever should first 
happen. ...” 278 U.S. at 344. If the life tenant predeceased the donor, the respective 
trust was to continue until the death of the donor. 

92. Mr. Justice Stone’s reasoning was not closely attuned to the facts. The adverse 
interests were not coterminous with the scope of the powers. In the case of four trusts 
the power extended to interests which did not belong to the beneficiary sharing the power. 
In the case of the fifth trust the donor and a majority of the named beneficiaries could 
have destroyed the interests of all other beneficiaries. See preceding note. 

98 278 U.S. at 346. See along the same lines Becker v. St. Louis Union Trust Co., 296 
U.S. 48, 50 (1935) ; Lillian M. Wheeler, 20 B.T.A. 695, 701 (1930) ; Nanaline H. Duke, 
23 B.T.A. 1104, 1114 (1931), aff'd, 62 F.2d 1057 (C.C.A.3d 1933), aff’d, 290 U.S. 591 
(1933). Compare Estate of Henry S. Downe, 2 T.C. 967 (1943), appeal dismissed, C.C.A. 
2d June 1, 1944, with Commonwealth Trust Co. of Pittsburgh v. Driscoll, 50 F. Supp. 949 
(W. D. Pa. 1943), aff'd, 137 F.2d 653 (C.C.A.3d 1943), cert. denied, 321 U.S. 764 (1944). 
See further notes 102 and 105 infra; Paut, SuPPLEMENT TO FEDERAL EsTATE AND GIFT 
TAxaTIon 133 (1946); Harsch and Kaminoff, Transfers Intended to Take Effect in 
Possession or Enjoyment At or After Transferor’s Death Under the Federal Estate Tax, 
15 Wash. L. Rev. 19, 26 (1940) ; Note, 41 Inn. L. Rev. 508, 522 (1946). 
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which was the subject of the tax was thus complete as soon as the trust 
was made.” The decedent’s “power to recall the property and of control 
over it for his own benefit then ceased,”’ and the reserved powers did not 
serve to distinguish the trusts from any other gift which is free from 
estate tax.* 

Mr. Justice Stone thought that subsection (c) does not reach any trans- 
fer unless it remains “incomplete” until the transferor dies. Furthermore, 
a transfer was deemed “incomplete” only if the economic interest in the 
property “shifts” or “passes” from donor to donee when the donor dies. 
Finally, in this view the necessary “shifting” or “passing” takes place if 
the donor reserves until death a power to control the property for his own 
economic benefit. At one point the Justice spoke generally of a reserved 
“control over the economic benefits or the enjoyment of the property.” *° 
This language might readily fit a power to shift enjoyment among persons 
other than the donor.® At a later date the same Justice was to state that 
retained control “over the disposition” of trust property renders the 
donor’s gift “incomplete,” whether the reservation of control is “for the 
benefit of the donor or others.” ** Yet the combined effect of all his 
observations in the Northern Trust Company decision suggests that at 
the earlier date a transfer was “incomplete” under subsection (c) only if 
the donor could avail himself of the economic benefits of the property.” 

“Economic benefit” is one of those “large concepts” which “call for 
close analysis, especially when tax legislation is under scrutiny.” * Like 
“property” and “ownership,” the term does not mean the same thing to 
all men.*” In the Northern Trust Company case the Court was satisfied 
that no extended analysis was necessary. It is not surprising that the 
power to amend was not considered a substantial approximation of eco- 
nomic benefits. As in the case of any absolute gift, the donor was deemed 


94 278 U.S. at 346-47. 

95 Td. at 346. 

96 See Part II. 

97 Estate of Sanford v. Comm’r, 308 U.S. 39, 43 (1939). Cf. Helfrich’s Estate v. 
Comm’r, 143 F.2d 43 (C.C.A.7th 1944) ; Reg. 37 (1919 ed.), Art. 25; Reg. 37 (1921 ed.), 
Art. 25, and Reg. 63, Art. 21, as amended by T.D. 3487, II-1 Cum. Butt. 301 (1923). 

98 However, in Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 88 (1935), 
Mr. Justice Roberts stated that under the Northern Trust Company decision a gift subject 
to the grantor’s sole “power to revoke or modify” fell within subsection (c) “since, at his 
death, substantial interests passed from his control and were for the first time confirmed 
in others.” See also Esther Jackson Porter, 23 B.T.A. 1016, 1023 (1931), rev'd in part, 
60 F.2d 673 (C.C.A.2d 1932), aff'd, 288 U.S. 436 (1933). Cf. Cochran v. McLaughlin, 
129 Conn. 176, 27 A.2d 120 (1942); and see discussion in Rottschaefer, Taxation of 
Transfers Intended to Take Effect in Possession or Enjoyment at Grantor’s Death, 14 
Minn. L. Rev. 453, 480 (1920). 

99 See Whitney v. State Tax Commission, 309 U.S. 530, 538 (1940). 

100 Compare discussion in Part VIII. 
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unable to recapture any interest under the trust without the beneficiary’s 
consent.*” It is also not surprising that the donor’s managerial powers 
were considered akin to ordinary incidents of administration exercised 
by a trustee.” In the present era of the Clifford doctrine ** the concept 
of “economic benefit” is sufficiently sophisticated to include the cooperative 
interplay of generous investment and voting powers. Administrative 
authority, the Supreme Court has dared to say amid a chorus of amaze- 
ment, may be all the control required to preserve the substance of former 
ownership.** In the days of the Northern Trust Company decision the 
economics of ownership had barely been probed. Life was still simple 
in a world of primitive concepts.*° The Court had yet to decide whether 
a settlor reserving a power of revocation might be constitutionally re- 
garded as owner of the property.*® 

The most troublesome portion of Mr. Justice Stone’s opinion sought 
to explain why the gift of the remainders was not intended to take effect 
in possession or enjoyment after the donor’s death although the Justice 
conceded that “the gift was intended to so take effect.” “In its plan and 
scope,” Mr. Justice Stone stated, ‘the tax is one imposed on transfers at 
death or made in contemplation of death and is measured by the value at 
death of the interest which is transferred.” If an outright gift is not sub- 
ject to estate tax, only “plain and compelling language” would justify “so 
incongruous a result” as an estate tax on an “equally absolute gift’ con- 
sisting of “a life estate in one with remainder over to another at or after 
the donor’s death.” It was believed significant, “although not conclusive,” 
that the introductory provision *’ imposing tax referred to the decedent’s 
“net estate,” and that the various items placed by the following section 
in the gross estate were “either property transferred in contemplation of 
death or property passing out of the control, possession or enjoyment of 
the decedent at his death.” When read together both sections did not 
purport to tax any “completed” gifts unless made in contemplation of 





101 But see note 92 supra. 

102 But cf. Comm’r v. McCormick, 43 F.2d 277, 280 (C.C.A.7th 1930), rev'd, 283 U.S. 784 
(1931) ; Jacob Schneider, 35 B.T.A. 183 (1936); Reg. 37 (1919 ed.), Art. 25; Reg. 37 
(1921 ed.), Art. 25, and Reg. 63, Art. 21, as amended by T.D. 3487, II-1 Cum. Butt. 301 
(1923). 

103 Helvering v. Clifford, 309 U.S. 331 (1940). Cf. Helvering v. Stuart, 317 U.S. 154 
(1942). 

104 See Eisenstein, The Clifford Regulations and the Heavenly City of Legislative 
Intention, 2 Tax L. Rev. 327, 379 (1947). For a discernible difference of opinion, see 
Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule, 2 Tax L. 
Rev. 7, 24 (1946). 

105 But see the vigorous argument in Brief for the Petitioner, pp. 10, 23, in Helvering v. 
Duke, 290 U.S. 591 (1933). 

106 See Corliss v. Bowers, 281 U.S. 376 (1930). 

107 This provision is now § 810 of the Code. 
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death ; and, Mr. Justice Stone reasoned, in “the light of the general pur- 
pose of the statute and the language” of the introductory provision taxing 
net estates, it was “at least doubtful” whether subsection (c) indicated 
otherwise. The Justice then called two additional matters to the Govern- 
ment’s attention: (1) in case of doubt a tax statute must be construed in 
favor of the taxpayer, and (2) an interpretation in favor of the Govern- 
ment would create constitutional doubts, which should be avoided if 
possible.** 

We may at once pass over the antiquated maxim which generously 
resolves doubts in favor of harassed taxpayers,*” or, as is sometimes more 
frankly stated, construes tax statutes “liberally” in their behalf.7*° The 
limited role of the maxim has been to put in an appearance after the Court 
has made up its mind. The same Justice who is deeply devoted to “the 
letter” in one case is just as deeply devoted to “the spirit” in another. 
Even so strict a constructionist as Mr. Justice Sutherland had stated before 
the Northern Trust Company decision that “the rule of strict construction 
is not violated by permitting the words of a statute to have their full mean- 
ing, or the more extended of two meanings.” ** After that decision a 
taxpayer’s reliance on the maxim prompted Mr. Justice Stone to say that it 
is “the function and duty of courts to resolve doubts,” and that this 
function should no more be “abdicated” in a tax case than in any other.**” 
We should be reluctant to infer that he and his brethren proceeded to 
abdicate in the Northern Trust Company case.*** 


108 278 U.S. at 347-49. Mr. Justice Stone did not mention another rule of construction— 
if a statute is ambiguous, a sustained administrative interpretation is a significant clue to 
its meaning. The regulations had repeatedly declared that a tax was payable in the same 
circumstances. See Reg. 37 (1919 ed.), Art. 24; Reg. 37 (1921 ed.), Art. 24; Reg. 63, 
Art. 20; Reg. 68, Art. 18; Reg. 70 (1926 ed.), Art. 18. Cf. Stone, J., in Heiner v. Colonial 
Trust Co., 275 U.S. 232, 235 (1927). 

109 See Note, 56 Harv. L. Rev. 1142 (1943). 

110 See Bowers v. New York & Albany Lighterage Co., 273 U.S. 346, 350 (1927) ; 
United States v. Updike, 281 U.S. 489, 496 (1930); Burnet v. Niagara Brewing Co., 
282 U.S. 648, 654 (1931); Miller v. Nut Margarine Co., 284 U.S. 498, 508 (1932); 
Porter v. Comm’r, 288 U.S. 436, 442 (1933). 

111 Sacramento Navigation Co. v. Salz, 273 U.S. 326, 329-30 (1927). Compare Mr. 
Justice Sutherland’s “spiritual” mood in Helvering v. Stockholms Enskilda Bank, 293 
U.S. 84, 89 (1934); and Gregory v. Helvering, 293 U.S. 465, 469-70 (1935), with his 
“literal” mood in United States v. Merriam, 263 U.S. 179, 187-88 (1923) ; Irwin v. Gavit, 
268 U.S. 161, 168 (1925) ; and Crooks v. Harrelson, 282 U.S. 55, 61 (1930). 

112 White v. United States, 305 U.S. 281, 292 (1938). Mr. Justice Stone then invoked 
the mechanical rule which construes doubts emanating from deduction provisions against 
taxpayers. This rule still enjoys the lip service of a Court which prides itself on its 
freedom from mechanical mumbo jumbo. See Note, 56 Harv, L. Rev. 1142 (1943). 

118 “Indeed, nothing is so likely to lead us astray as an abject reliance upon canons of 
any sort; so much the whole history of verbal interpretation teaches, if it teaches any- 
thing.” Van Vranken y. Helvering, 115 F.2d 709, 711 (C.C.A.2d 1940), cert. denied, 313 
U.S. 585 (1941). 
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Our inquiry turns to the Court’s marked concern over constitutional 
doubts.*** Here again we meet a rule of construction which is not designed 
to reveal what others intended to disclose. “The cardinal principle of 
statutory construction is to save and not to destroy,” and this principle of 
preservation similarly applies if only “to avoid a serious doubt.” *** In 
Nichols v. Coolidge the Court chose to destroy and not to save by attribut- 
ing to subsection (c) a meaning which the Northern Trust Company 
opinion finally refused to attribute. One destructive act does not neces- 
sarily justify another. If, however, a constitutional doubt is to sway one’s 
judgment on the meaning of legislation, the doubt presumably should have 
an air of substance about it. Not every objection in the name of the Con- 
stitution, however flimsy the objection, influences the reading of lesser 
writings. Many years ago it was said that a statute is presumed to be 
valid “until the contrary is shown beyond a rational doubt.” *** And 
the same source added, “this is particularly true of a revenue act of 
Congress.” *** 

In the present case the Court did not divulge the reason for its dis- 
turbing doubts. It may be that Mr. Justice Stone himself was not per- 
turbed, but registered the doubts of others in order to produce an opinion 
which would satisfy all his brethren. Three years later Mr. Justice Stone 
was to deny that an estate tax on gifts requires some “transfer” or “pass- 
ing” at death.** No matter how many Justices were worried, we need not 
speculate at length as to the theoretical considerations which appeared 
formidable to those who were troubled. These considerations lend them- 
selves to an abridgment along these lines: {1) an estate tax is imposed 
on the transmission or passing of property from the dead to the living ; 
(2) in view of the contemplation of death provision, a gift during life 
may be taxed as a transmission at death if the gift is testamentary in 
character; (3) assuming that contemplation of death is not the sole ex- 
ception to the general rule, a gift whereby a donee receives the income 
until the donor’s death, when another donee obtains the remainder, is not 
plainly testamentary in character; *® and (4) in any event it is not clear 





114 For the view that the asserted liability was invalid because nothing “passed,” see 
Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cor. L. REv. 
1332, 1334 (1932). 

115 National Labor Relations Board v. Jones & Laughlin Steel Corp., 301 U.S. 1, 30 
(1937). See also Ashwander v. Tennessee Valley Authority, 297 U.S. 288, 348 (1936) ; 
Screws v. United States, 325 U.S. 91, 98 (1945). 

116 Sinking Fund Cases, 99 U.S. 700, 718 (1879). 

117 Nicol v. Ames, 173 U.S. 509, 515 (1899). See also United States v. Jacobs, 306 
U.S. 363, 370 (1939). 

118 See Heiner v. Donnan, 285 U.S. 312 (1932), discussed in this Part, infra. 

119In the Northern Trust Company case itself the remainders under four trusts were 
initially payable to the income beneficiary. See note 91 supra. But Mr. Justice Stone 
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for the purposes of due process that a reasonable distinction can be drawn 
between a gift of this kind and other inter vivos gifts which completely 
terminate the donor’s interest in the property. 

If an estate tax may be imposed on any so-called testamentary gift, 
these considerations are constitutionally relevant only if postponement 
of the donee’s possession or enjoyment of his interest until after the 
donor’s death is not enough to qualify the gift of that interest as testa- 
mentary in character. Whether a delay of this kind is inadequate depends, 
in turn, upon the extent of Congressional freedom to classify a gift as 
testamentary for estate tax purposes. If Congress is not completely free, 
its discretion must be hedged by certain judicial criteria which demand 
compliance at all times as true reflections of the Constitution. Whatever 
these criteria may be, one matter is clear. No gift is precisely like a will. 
“All gifts necessarily differ from bequests in that they deprive the donor 
of future control over the property, and for that reason they can never 
be perfect substitutes.” **° If a gift may be treated like a will, it may be so 
treated despite the differences between them. 

Wills are known for several consequences. Until death the testator may 
redispose of his property; meanwhile he continues in possession and en- 
joyment; and simultaneously the beneficiaries lack possession and enjoy- 
ment. In Nichols v. Coolidge Mr. Justice McReynolds seemed to think 
that the third of these consequences would not suffice to render a gift 
testamentary.’ The constitutional concern which haunted the Northern 
Trust Company case probably stemmed from the same thought. Yet an 
absolute gift in contemplation of death has been considered plainly testa- 
mentary though none of the three consequences is present. The donor 
surrenders his property before the moment of death; he ceases to possess 
and enjoy the property at the moment of the gift; and the donee immedi- 
ately obtains possession and enjoyment.’*”? If the estate tax may be im- 
posed on a gift which completely lacks the external consequences of a 
will, why may not the tax be imposed on a gift which is accompanied by 
one of those consequences? *** Evidently there were Justices who feared 
that a delay in possession or enjoyment of a gift might not be enough.** 


generally discussed the trusts as involving situations where income beneficiary and re- 
mainderman are different persons. 

120 Vanderlip v. Comm’r, 155 F.2d 152, 154 (C.C.A.2d 1946), cert. denied, 329 U.S. 
728 (1946). 

121 But he thought that subsection (c) applied. See this Part, supra. 

122 “Possession” and “enjoyment” as used here connote economic benefits which repre- 
sent a direct interest in property. For a broader view of the same terms in the case of 
husband and wife, see Part VIII. 

128 Cf, May v. Heiner, 25 F.2d 1004, 1006 (W. D. Pa. 1928), aff’d, 32 F.2d 1017 (C.C.A. 
3d 1929), rev’d, 281 U.S. 238 (1930). 

124 This sentence is probably an understatement. It is a good guess that several Justices 
had passed beyond the troubled realm of doubt into the tranquil realm of certainty. 
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However, why should they have entertained the least doubt whether a 
reasonable Congress might tax a gift as testamentary if possession or 
enjoyment of the gift was withheld until the donor’s death? 

At bottom the Justices may have wondered whether the gifts of the 
remainders were so different from other gifts as to be classified with 
“transmissions” at death. Mr. Justice Stone may have indicated as much in 
finding it incongruous to distinguish between the trusts in question and 
absolute gifts. But, again, why should the Justices have wondered? An ex- 
ample may illuminate the incongruity which the Court uncovered. A dece- 
dent-to-be wishes to reduce his income taxes by a gift to his son, but until 
death he also wishes to keep his property away from his son. The father 
therefore creates a trust which provides that the income is to be accumu- 
lated, and that at his death the entire assets are to be paid over to the son. 
The trust seems testamentary in nature although the father has relinquished 
all control over and interest in the property. Certainly, if reason is our 
guide, as it is when due process is at stake, a line segregating such a trust 
from an “absolute gift” is not traced by a woefully erratic hand. If this 
example is decried because under a testamentary arrangement the bene- 
ficiaries remain uncertain, the answer is that such uncertainty is not of the 
essence, as evidenced by the contemplation of death provision. Moreover, 
Mr. Justice Stone’s statement about incongruities was meant to apply even 
when the identity of the eventual donee is doubtful during the donor’s 
life because of the need to survive him in order to take. The Northern 
Trust Company case involved precisely this state of uncertainty: if the 
primary remainderman predeceased the donor, another taker stepped in 
to receive the remainder.** 

We have not yet appraised the manifestations of legislative purpose 
which the Court discovered among the neighboring provisions of sub- 
section (c). These were supposed to establish that a gift intended to take 
effect in possession or enjoyment after the donor’s death is not so intended 
unless the property passes out of the donor’s “control, possession or en- 
joyment” when that event occurs.**® Mr. Justice Stone reasoned that the 
estate tax is imposed on “transfers at death” or “in contemplation of 
death,” and in so reasoning he begged the question to be answered. It was 
more accurate to say that the tax is levied on transfers at death, transfers 
made in contemplation of death, and transfers intended to take effect in 
possession or enjoyment at or after the transferor’s death. Mr. Justice 
Stone did not help his conclusion by referring to the introductory pro- 
vision, which taxes the transfer of the decedent’s “net estate,” and then 
observing that the definition of “gross estate” includes “either property 


125 See note 91 supra. 
126 See this Part, supra. 
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transferred in contemplation of death or property passing out of the 
control, possession or enjoyment of the decedent at his death.” *** The 
“net estate’ consists of the “gross estate” less stated deductions, and the 
“gross estate” includes transfers intended to take effect in possession or 
enjoyment following the transferor’s death. Neither the introductory 
provision nor the definition of “gross estate” suggests or implies that the 
donor’s death must “pass” something from him to the donee if the gift 
was not made in contemplation of death.*** Finally Mr. Justice Stone 
detected gravely anomalous consequences if the estate tax, though generally 
inapplicable to “absolute gifts,” applied when the transfer consisted of a 
life estate in one donee and a remainder to another following the donor’s 
death. The threatening anomaly is not apparent unless we disregard 
differences which a reasonable mind might consider appreciable. The 
language of subsection (c) easily embraces a remainder which falls in as 
a result of the donor’s death. We may excusably wonder whether the in- 
congruity was so seriously “absurd” as to warrant the Court’s insistence 
upon more “plain and compelling language” in favor of the Government.*” 

The time has come to consider May v. Heiner,**° which informs us that 
a transfer in trust, reserving a life estate to the settlor, is not intended to 
take effect in possession or enjoyment at or after his death.*** Once more 
Mr. Justice McReynolds spoke for the Court, and once more he said little 
that should not have been left unsaid.**? All his brethren concurred and 
none insisted that something else should be said. The transfer, Mr. Justice 


127 278 U.S. at 348. 

128 Cf, Porter v. Comm’r, 288 U.S. 436, 441-43 (1933) ; United States v. Tyler, 33 F.2d 
724, 725 (C.C.A.4th 1929), aff’d, 281 U.S. 497 (1930). But cf. Susie M. Root, 5 B.T.A. 
696, 707 (1926). 

129 Cf, Stone, J., in Ryerson v. United States, 312 U.S. 405, 409 (1941). For state 
cases on the same subject, see Rottschaefer, Taxation of Transfers Intended to Take 
Effect in Possession or Enjoyment at Grantor’s Death, 14 Minn. L. Rev. 453, 488 (1930). 

180 281 U.S. 238 (1930). Under the trust the decedent’s husband was given a life estate, 
to be followed by a life estate in the decedent. According to informed sources, the hus- 
band survived the wife. See Brief for Petitioners, p. 14. Mr. Justice McReynolds stated 
that it was immaterial whether the decedent survived or predeceased her husband. See 
Comm’r v. Northern Trust Co., 41 F.2d 732 (C.C.A.7th 1930), aff’d, 283 U.S. 782 (1931) ; 
McCaughn v. Carnill, 43 F.2d 69, 70 (C.C.A.3d 1930), cert. denied, 283 U.S. 825 (1931) ; 
Hodgkins v. Comm’r, 44 F.2d 43, 45 (C.C.A.7th 1930), cert. denied, 283 U.S. 825 (1931). 
Cf. Nichols v. Bradley, 27 F.2d 47, 48 (C.C.A.1st 1928); Curley v. Tait, 276 Fed. 840, 
841-42 (D. Md. 1921). 

181 The state courts had overwhelmingly held to the contrary. See Rottschaefer, Taxa- 
tion of Transfers Intended to Take Effect in Possession or Enjoyment at Grantor’s Death, 
14 Minn. L. Rev. 453, 461, 465 (1930) ; Knouff, Death Taxes on Completed Transfers 
Inter Vivos, 36 Micu. L. Rev. 1284, 1298 (1938) ; Brief for the Petitioner, pp. 20-22, n. 9, 
in Hassett v. Welch, 303 U.S. 303 (1938). In later cases they have refused to follow 
May v. Heiner. See Rottschaefer, Taxation of Transfers Taking Effect in | ossession at 
Grantor’s Death, 26 Iowa L. Rev. 514, 516 (1941). 

182 Compare the earlier discussion of Nichols v. Coolidge, ‘274 U.S. 531 (1927). 
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McReynolds stated, “was not testamentary in character and was beyond 
recall by the decedent.” At the decedent’s death “no interest in the property 
held under the trust deed passed from her to the living; title thereto had 
been definitely fixed by the trust deed. The interest therein which she 
possessed immediately prior to her death was obliterated by that event.” *** 
These observations shared a single thought. Subsection (c) does not 
apply unless an interest “passes” from donor to donee at the donor’s death 
or unless the gift is otherwise “testamentary.” Here no “passing” ma- 
terialized and the gift was not “testamentary.” *** 

How did Mr. Justice McReynolds contrive to correlate his opinion with 
subsection (c) if subsection (c) was very likely designed to tax transfers 
in trust reserving a life estate to the donor,** and if even the Supreme 
Court as of that date, including the Justice, realized that the remainder- 
man’s possession and enjoyment await the donor’s death? **® The answer 
is really easy if we ignore the statute just as Mr. Justice McReynolds 
ignored the statute. In fact, the Justice thought the answer much too 
obvious to call upon the exhausted maxim which resolves statutory doubts 
by deferring to constitutional qualms.**’ Nor did Mr. Justice McReynolds 
inform his readers of the long-standing regulations taxing a trust reserv- 
ing a life estate to the donor.*** The Justice quoted at some length from 
Mr. Justice Stone’s Northern Trust Company opinion, which had con- 
strued subsection (c) as hinging, in the absence of contemplation of death, 
upon a “shifting of the economic interest” in the property from donor to 
donee at the former’s demise. Mr. Justice McReynolds and his brethren 


183 But cf. Tyler v. United States, 281 U.S. 497 (1930), discussed in Part III. 

184 Compare, however, McCaughn v. Girard Trust Co., 11 F.2d 520 (C.C.A.3d 1926) ; 
Frew v. Bowers, 12 F.2d 625, 629 (C.C.A.2d 1926) (concurring opinion) ; Comm’r v. 
Morsman, 44 F.2d 902 (C.C.A.8th 1930), rev’d, 283 U.S. 783 (1931); Safe Deposit & 
Trust Co. v. Tait, 295 Fed. 429 (D. Md. 1923); Mercantile Trust Co. v. Hellmich, 21 
A.F.T.R. 1254 (E. D. Mo. 1924) ; Reed v. Howbert, 8 F.2d 641 (D. Colo. 1925) ; Tips v. 
Bass, 21 F.2d 460 (W. D. Tex. 1927) ; Cabot v. United States, 8 A.F.T.R. 11275 (D. Mass. 
1929). See Curley v. Tait, 276 Fed. 840, 841 (D. Md. 1921). For the pre-May v. Heiner 
situation, see further Rottschaefer, Taxation of Transfers Intended to Take Effect in Pos- 
session or Enjoyment at Grantor's Death, 14 Minn. L. Rev. 613, 628 (1930); Surrey 
and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cor. L. Rev. 1332, 
1338 (1932) ; Harsch and Kaminoff, Transfers Intended to Take Effect in Possession or 
Enjoyment At or After Transferor’s Death Under the Federal Estate Tax, 15 Wasn. L. 
Rev. 19, 21 (1940). 

185 See Frank, J., dissenting in Helvering v. Proctor, 140 F.2d 87, 89 (C.C.A.2d 
1944) ; Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309, 314 (1940). 

136 See the opinions in Coolidge v. Long, 282 U.S. 582 (1931). 

187 See this Part, supra, in connection with Reinecke y. Northern Trust Company, 
278 U.S. 339 (1929). 

138 See Reg. 37 (1919 ed.), Art. 24; Reg. 37 (1921 ed.), Art. 24; Reg. 63, Art. 20; 
Reg. 68, Art. 18; Reg. 70 (1926 ed.), Art. 18; Reg. 70 (1929 ed.), Art. 18. 
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failed to observe that the quotations fell noticeably short of their con- 
clusion. Mr. Justice Stone had written that the necessary “passing” occurs 
if the donor surrenders “the control, possession or enjoyment” of the 
property at his death. If “control,” “possession” and “enjoyment” are 
not tautological expressions, a reserved life estate is about the plainest 
type of “enjoyment,” if not “possession” and “control,” of property. 
Even Justices of another day, with whom Mr. Justice McReynolds would 
have been happy to agree, had thought that income from property is “that 
which gives value to property.” **° 

How, then, did Mr. Justice McReynolds square his conclusion with 
Mr. Justice Stone’s words? Again the answer is quite easy. Nothing 
“passed” because title to the remainder had “passed” in the deed of trust 
before the donor died. The Justice’s summary of cause and effect man- 
aged to be wholly irrelevant. Subsection (c) speaks of “possession or 
enjoyment”; Mr. Justice McReynolds spoke of “title.” *** The Justice and 
his brethren had persuaded themselves that nothing “passes” and so 
nothing is taxed unless the donor’s death “passes” title to the donee. Even 
if a trust is revocable and so produces a “passing” at death, title is cus- 
tomarily fixed in the deed and has therefore departed from the donor. 
The only substantial difference, on the basis of title, between a trust 
reserving a power to revoke and a trust reserving a life estate is that in 
the latter case the title of the successors has been “definitely fixed” before 
death.**? The Justices were willing to say that title “passes” at death, 
although the donee already has title, if the donor’s death terminates his 
power to destroy the donee’s title. In the light of Mr. Justice McReynolds’ 
irrelevant reasoning the Court was undoubtedly right. A life tenant’s title 
never “passes” to the following beneficiaries, for his death can only 
obliterate his title and they have titles of their own before that event.*** 


189 Cf, Keeney v. New York, 222 U.S. 525, 535-36 (1912). Under the income tax a 
life tenant is “owner of an equitable interest in the corpus of the property” and not merely 
of “income.” By receiving “income” he enjoys his “property.” See Blair v. Comm’r, 300 
U.S. 5, 13 (1937) ; Helvering v. Horst, 311 U.S. 112, 118 (1940) ; Harrison v. Schaffner, 
312 U.S. 579, 582 (1941) ; Hyman vy. Nunan, 143 F.2d 425, 427 (C.C.A.2d 1944) ; Littel v. 
Comm’r, 154 F.2d 922, 924 (C.C.A.2d 1946); McAllister v. Comm’r, 157 F.2d 235, 236 
(C.C.A.2d 1946), cert. denied, 330 U.S. 826 (1947). 

140 Pollock v. Farmers’ Loan & Trust Co., 158 U.S. 601, 628 (1895). 

141 See Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & ConTEMP. 
Pros. 309, 314 (1940) ; discussion in this Part, supra. 

142 The title is “definitely fixed” in the sense that the donor may not shift it to others. 
But under the terms of the gift the title may still shift to others if the donee predeceases 
the donor or some other contingency occurs. 

148 Cf. Curley v. Tait, 276 Fed. 840, 842 (D. Md. 1921). Mr. Justice McReynolds 
ignored the common law as well as the statute. A remainder is traditionally defined in 
terms of postponed possesssion and enjoyment. See 2 WasHBURN, REAL Property 504 
(6th ed. 1902) ; 1 Trrrany, Rear Property 476 (2d ed. 1920). 
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Mr. Justice McReynolds’ reluctance to read subsection (c) is addi- 
tionally instructive. The purpose of the subsection, we know, is to tax 
gifts which are so close to bequests as to merit the same treatment.’ 
Apart from contemplation of death, the provision defines the similarity in 
terms of “possession or enjoyment”’ as correlated with the donor’s death. 
Mr. Justice McReynolds assumed, as he had assumed before,*** that if 
nothing “passes” at death according to the Court’s criteria, the gift is 
not taxable unless it is otherwise testamentary according to the Court’s 
criteria. He then stated, for reasons which were well hidden, that a trust 
reserving a life estate to the settlor is not testamentary. One might think 
that this type of transfer is “as nearly the substitute for a bequest as it 
can be and still remain a gift at all.” **° Without putting the matter so 
strongly, the Supreme Court itself had twenty years earlier regarded such 
a transfer as testamentary.**’ If it be thought that a gift is testamentary 
only when it has an “evil” connotation of avoidance, a transfer reserving 
a life estate more than holds its own with an outright gift in contempla- 
tion of death. Our prospective decedent who keeps a life estate is anxious 
to enjoy as if he never gave and to avoid as if he actually gave. “It is 
true that an ingenious mind may devise other means of avoiding an 
inheritance tax, but the one commonly used is a transfer with reservation 
of a life estate.” *** And there is no room to argue plausibly that an estate 
tax on gifts reserving a life estate is incongruous if an absolute gift is 
free from tax.’** But once the application of subsection (c) was divorced 
from its language, the Court was free to apply any concept of a testa- 
mentary transfer which it saw fit to apply. The exercise of judicial free- 
dom was no assurance that the Court would be precisely articulate in its 


144 See this Part, supra. 

145 Nichols v. Coolidge, 274 U.S. 531 (1927), discussed in this Part, supra. 

146 Vanderlip v. Comm’r, 155 F.2d 152, 154 (C.C.A.2d 1946), cert. denied, 329 U.S. 728 
(1946). See further City Bank Farmers Trust Co. v. McGowan, 142 F.2d 599, 602 
(C.C.A.2d 1944), rev’d in part on other grounds, 323 U.S. 594 (1945). 

147 See Keeney v. New York, 222 U.S. 525, 535-36 (1912). The donor had reserved 
a power to revoke or alter as well as a life estate, but this power did not figure in the 
Court’s analysis. 

148 Matter of Keeney, 194 N.Y. 281, 287, 87 N.E. 428, 429 (1909), aff’d, 222 U.S. 525 
(1912), and quoted in Helvering v. Bullard, 303 U.S. 297, 302 (1938). Cf. Jacob Schneider, 
35 B.T.A. 183 (1936), in which the property was taxed because of a combination of re- 
served life estate and broad administrative powers. See further Rottschaefer, Taxation 
of Transfers Intended to Take Effect in Possession or Enjoyment at Grantor’s Death, 14 
Minn. L. Rev. 453, 473 (1930). 

149In so far as incongruities are concerned, Mr. Justice McReynolds thought that 
trusts reserving a life estate were not taxed although trusts reserving a power to change 
the enjoyment of others were taxed. See Part II. 
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odd moments of revelation. Its concepts were already too ideal for the 
descriptive powers of unrobed mortals.” 

Though May v. Heiner is a remarkable example of statutory constric- 
tion, it is well to remember that the entire Court—Mr. Justice Holmes 
and Mr. Justice Brandeis as well as Mr. Justice McReynolds and Mr. 
Justice Sutherland—was able to fit the decision into some larger rational 
scheme which also housed the Northern Trust Company and Tyler ** 
decisions. The conclusion in any one of these cases was deemed fully 
compatible with the conclusions in the other two. No disquieting doc- 
trinal differences found their way into the reports.” 

In the Tyler case the property “passed” in a constitutional manner 
because the donor’s death substantially augmented the donee’s possession 
and enjoyment of the property which the donee previously owned, pos- 
sessed and enjoyed to the same extent as the donor. In May v. Heiner 
there was also a substantial change for the better and yet nothing “passed” 
from donor to donee. We might regard the change as even more sub- 
stantial than in the Tyler case because the remaindermen neither possessed 
nor enjoyed anything as long as the donor was alive. The two decisions 
may be formally distinguished on the ground that in the Tyler case the 
Court was reviewing Congress’ power to define a “transfer” at death, 
while in May v. Heiner the Court was applying a definition attributed to 
Congress.*** Unfortunately for the distinction, Mr. Justice McReynolds 
flatly stated in May v. Heiner that nothing “passed” from donor to donee. 
Furthermore, in the Northern Trust Company case Mr. Justice Stone 
had strongly implied thatthe same concept of a “transfer” at death em- 


150 Cf. Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309, 313 (1940). About one year after the debacle in May v. Heiner the Government 
again tried to convince the Court as regards transfers hedged by a reserved life estate. 
In three per curiam opinions the Court made it clear that until the statute was changed 
May v. Heiner was here to stay. Burnet v. Northern Trust Co., 283 U.S. 782 (1931) ; 
Morsman v. Burnet, 283 U.S. 783 (1931) ; McCormick v. Burnet, 283 U.S. 784 (1931). 
The Court stated that no question was involved as to Congress’ power to tax such gifts 
“prospectively.” It had been argued that subsection (c) was invalid if it taxed transfers 
reserving a life estate. See Brief for Respondent, pp. 3, 18, in Burnet v. Northern Trust 
Co.; Reply Brief of Petitioner, p. 10, in Morsman v. Burnet. McCormick v. Burnet did 
not involve an immediate and direct reservation of income. During the donor’s life the 
income was to be accumulated or paid out to charity as she directed. She could receive 
income only if income, after taxes, from her own assets was less than $250,000, and then 
only in an amount which would compensate for the difference. “Her income, after the 
trust was made, was never less than $400,000 in any year.” See 13 B.T.A. 423, 431 
(1928). 

151 Tyler v. United States, 281 U.S. 497 (1930). See Part III. 

152 Both the May and Tyler cases were decided at the October, 1929 Term, and the 
Northern Trust Company decision was rendered at the October, 1928 Term. 

153 Cf. Part I. 
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braces gifts by trust and gifts via tenancies by the entirety.*** Another 
conceivable distinction is that in the Tyler case, as contrasted with May v. 
Heiner, not only was the change for the better postponed until death, but 
it was also uncertain meanwhile whether the change would ever material- 
ize; and if the change had failed to occur, the property would have been 
restored to the donor as sole owner. The difficulty with this distinction is 
twofold. The reasoning of the Tyler opinion does not support it,**° and 
later the Court paid no attention to it.*** 

Our conjectures now move into the obscurities of Klein v. United 
States,*’ decided one year after May v. Heiner. The donor had conveyed 
real estate to his wife so as to give her an immediate life estate plus the 
fee if she survived him. He had further provided that if she died first, 
the property was to return to him outright. Eventually the husband pre- 
deceased the wife. There was a considerable controversy as to whether 
she had a vested or contingent remainder before his death, and whether 
the gift of the fee had at once swallowed the life estate. The Government 
argued that the remainder was taxable because (1) the husband had 
retained a vested interest in the fee following the life estate, (2) the wife 
had only a contingent interest in the fee before his death, and (3) his death 
moved the vested interest from him to her. In other words, the Govern- 
ment relied primarily upon the shifting of title from donor to donee 
through the donor’s death.*** The taxpayer claimed that nothing “‘passed” 
because the wife’s remainder was vested both before and after her hus- 
band’s death, and the donor had retained a bare “possibility of reverter”’ 
which was merely “obliterated” as in May v. Heiner.**° Mr. Justice 
Sutherland’s opinion approved the Government’s view of the property 
consequences ** and concluded : 


Nothing is to be gained by multiplying words in respect of the various nice- 
ties of the art of conveyancing or the law of contingent and vested remainders. 
It is perfectly plain that the death of the grantor was the indispensable and 
intended event which brought the larger estate into being for the grantee and 


154 278 U.S. at 338. See this Part, supra. 

155 Cf, Lowndes, Tax Avoidance and the Federal Estate Tax, 7 LAw & ConTEMp. 
Pros. 309, 314 (1940). 

156 See discussion in this Part, infra, of Helvering v. St. Louis Union Trust Co., 296 
U.S. 39 (1935). 

157 283 U.S. 231 (1931). May v. Heiner was decided on April 14, 1930, and the Klein 
case on April 13, 1931. 

158 See Brief for the United States, pp. 4 et seq. In addition, the Government relied 
upon the donor’s shared control of the insurance proceeds which would have been col- 
lected if the property had been destroyed or damaged by fire. See id. at 4, 8. There was a 
subsidiary suggestion that property terminology was irrelevant. See id. at 8, 9. 

159 See Brief for Petitioners, pp. 7 et seq. 

189 283 U.S. at 233-34. 
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effected its transmission from the dead to the living, thus satisfying the terms 
of the taxing act and justifying the tax imposed.?* 


A reconstructed Court has construed these sentences to mean that tax 
was payable because, as between donor and donee, the donee was not 
assured of the remainder unless she survived the donor.” The Justice 
who has expressed this understanding of a later day has warned us 
“against the traps of retrospective interpretation” when applying “the 
categories of our own thought” to those of others.** His warning is 
especially pertinent here even though the Justice himself failed to remem- 
ber what he had asked others to remember.** On the available evidence 
the Court’s decision rested on the transformation of the donee’s contingent 
remainder into a vested remainder.** To begin with, May v. Heiner had 
just revealed that the “passing” of title was far more important than a 
change in possession or enjoyment at death. It is too good to believe that 
the Court suddenly discovered the error of its ways. Furthermore, in 
McCormick v. Burnet, decided shortly before the Klein case and in- 
volving a similar transfer, the Government had claimed that the character 
of the remainder was immaterial,’*’ and in sustaining the taxpayer the 
Court had not bothered to explain why the Government was wrong.’ 


161 Jd, at 234. But cf. Nichols v. Bradley, 27 F.2d 47 (C.C.A.1st 1928). 

162 See Helvering v. Hallock, 309 U.S. 106, 111-15 (1940). 

163 FRANKFURTER, THE COMMERCE CLAUSE 9-10 (1937). See also id. at 60. 

164 Mr. Justice Frankfurter points to the taxpayer’s argument in the Klein case which 
relied on property distinctions. See note 159 supra. He then assumes that the Court 
must have deemed the distinctions insignificant because the taxpayer lost. See 309 U.S. 
106, 111 (1940). The Justice pays no attention to the Government’s resort to the same 
distinctions (see note 158 supra) and a few other matters which make his assumption a 
trifle reckless. Here, as elsewhere, Mr. Justice Frankfurter characteristically rushes into 
rationalizations without noticing relevant details. See, e.g., PAUL, SUPPLEMENT TO FEDERAL 
Estate AND Girt TAXATION 239, 552 (1946). 

165 See Helvering v. St. Louis Union Trust Co., 75 F.2d 416, 418 (C.C.A.8th 1935), 
aff'd, 296 U.S. 39 (1935) ; St. Louis Union Trust Co. v. Becker, 76 F.2d 851, 859 (C.C.A. 
8th 1935), aff'd, 296 U.S. 48 (1935); Stephen Peabody, 24 B.T.A. 787, 792 (1931); 
Charles H. W. Foster, 26 B.T.A. 708, 714 (1932), aff'd, C.C.A.lst March 20, 1933; 
Elizabeth B. Wallace, 27 B.T.A. 902, 908-10 (1933), aff'd, 71 F.2d 1002 (C.C.A.2d 
1934), cert. denied, 293 U.S. 600 (1934). Cf. Sargent v. White, 50 F.2d 410, 411 (C.C.A 
lst 1931); Comm’r v. Schwarz, 77 F.2d 712, 714 (C.C.A.2d 1935); Union Guardian 
Trust Co., 26 B.T.A. 1321, 1323 (1932), modified on other issues sub nom. Dort v. Hel- 
vering, 69 F.2d 836 (App. D. C. 1934), cert. denied, 293 U.S. 569 (1934) ; Fidelity-Phila- 
delphia Trust Co., 27 B.T.A. 972, 977 (1933). See, however, Hoblitzelle v. United States, 
3 F. Supp. 331, 334 (Ct. Cl. 1933) ; Industrial Trust Co. v. United States, 9 F. Supp. 817, 
821 (Ct. Cl. 1935), rev’d, 296 U.S. 220 (1935); Tait v. Safe Deposit & Trust Co. of 
Baltimore, 74 F.2d 851, 856 (C.C.A.4th 1935). 

166 283 U.S. 784 (1931). The interval between the McCormick and Klein decisions was 
six weeks. Both cases were argued on the same day. 

167 See Brief for Respondent, pp. 12 et seq. 

168 The Supreme Court’s opinion did not even mention the argument although the lower 
court, in allowing the tax, had leaned upon the provision reserving the property to the 
donor if she survived her three children. See 43 F.2d 277, 278, 279 (C C.A.7th 1930). The 
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Again, when five Justices held four years later that the distinction between 
vested and contingent remainders was crucial, the dissenting four did not 
charge that the Klein opinion had been forsaken.** If we have misread 
the Klein opinion, we must suppose that in May v. Heiner the Court was 
concerned only with title; that one year after the Court suddenly turned 
from title to the economics of survivorship; and that a few years later a 
fickle Court abandoned its second love and returned to its first.*”° 

If, as seems more likely, the Klein decision hinged on the circumstance 
that a contingent remainder became a vested remainder, the required 
“passing” or “shifting” from the dead to the living was the “enlarge- 
ment” of the donee’s beneficial title at the donor’s expense. The results 
in the Klein case and May v. Heiner were reconcilable within the un- 
warranted premises of the latter. In May v. Heiner no title to any beneficial 
interest “passed” from the dead to the living; in the Klein case title to 
a beneficial interest—a vested interest— “passed” from one to the other.*™ 
Mr. Justice Sutherland’s opinion, however, left a question which he did 
not regard as a question. Does a donee acquire a “larger estate” because 
his contingent remainder becomes a vested remainder? Even from a prop- 
erty point of view, there is no substantial difference between a remainder 
which is contingent until the remainderman survives the donor, and a 
remainder which is vested subject to defeasance if the donor survives the 
remainderman.*” In either case the remainderman’s estate is appreciably 
“enlarged” when the donor dies only in the sense that the remainderman 
is assured of possession and enjoyment. Uncertainty has been transmuted 


reverter in the McCormick case went unnoticed in Industrial Trust Co. v. United States, 
9 F. Supp. 817, 824 (Ct. Cl. 1935), rev'd, 296 U.S. 220 (1936), when an effort was made 
to distinguish the case. Cf. Tait v. Safe Deposit & Trust Co. of Baltimore, 74 F.2d 851, 
857 (C.C.A.4th 1935), explaining the McCormick decision as due to the remoteness of 
the reverter. 

169 See Helvering v. St. Louis Union Trust Co., 296 U.S. 39, 46-7 (1935). The Gov- 
ernment made the weak argument that in the McCormick case the reverter issue had been 
only “incidentally raised.” See Brief for the Petitioner, p. 18. See also Brief 
for the Petitioner, pp. 10, 18-20, in Helvering v. Duke, 290 U.S. 591 (1933); Brief for 
the Petitioner, p. 21, n. 3, in Helvering v. Hallock, 309 U.S. 106 (1940). 

170 See also Oliver, Property Rationalism and Tax Pragmatism, 20 Tex. L. Rev. 675, 
705-707 (1942) ; Eisenstein, The Hallock Problem: A Case Study in Administration, 
58 Harv. L. Rev. 1141, 1154 (1945). Although the Klein opinion referred to the Tyler 
decision, in which title had not been conclusive, the reference was preceded by a soft- 
spoken “Compare.” See 283 U.S. at 234. 

171 See Lowndes, Tax Avoidance and the Federal Estate Tax, 7 LAw & Contemp. 
Pros. 309, 314 (1940). Cf. Harsch and Kaminoff, Transfers Intended to Take Effect in 
Possession or Enjoyment At or After Transferor’s Death Under the Federal Estate 
Tax, 15 Wasu. L. Rev. 19, 34 (1940). 

172 Compare 3 RESTATEMENT, Property § 250, Comments (i) and (j) (1940), with 
McDougal, Future Interests Restated: Tradition Versus Clarification and Reform, 55 
Harv. L. Rev. 1077, 1090 (1942). 
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into certainty. Of course, subsection (c) says nothing about certainties 
and uncertainties, but then again neither does it say anything about titles 
which “pass” or fail to “pass.” 

While considering the Klein case, we should not forget the Northern 
Trust Company opinion, which had confined subsection (c) to “property 
passing out of the control, possession or enjoyment of the decedent at his 
death.” *** In the Klein case, we would think, the decedent did not control, 
possess or enjoy the property at his death.*"* But since we should read 
Mr. Justice Sutherland’s opinion together with Mr. Justice Stone’s earlier 
analysis, we should have less faith in what we think. Apparently retained 
“control, possession or enjoyment” of property included retained title 
to an interest though the property is possessed or enjoyed by someone else 
at the donor’s death. In the words of Judge Hough, “if, as the result of 
a passage of title, the passing estate is vested, whether in fee, for life, in 
remainder, or in reversion, even though subject to divestment by subse- 
quent event, then the transfer is complete, and so is the ‘possession or en- 
joyment,’ for one ‘possesses and enjoys’ a reversion as thoroughly as he 
does a fee, though most men prefer a fee to a reversion.” **° Or differently 
phrased, property is not “possessed” or “enjoyed” merely because it is 
possessed or enjoyed. 

In the Northern Trust Company case the Court had revealed a doubt 
whether an estate tax might be levied on a gift if nothing “passed” from 
the donor to the donee and the gift was not “testamentary.” In Heiner v. 
Donnan *** the doubt was resolved when the Court condemned a provision 
which taxed gifts made within two years of the donor’s death as made in 
contemplation of death.’"* According to the Ways and Means Committee : 


Experience under the Act of 1921 showed that the honest and scrupulous 
citizens paid the tax, but many less scrupulous found an easy way of evading it. 
This not only caused great loss in revenue to the government, but was grossly 
unfair to those who paid the tax in good faith. The inclusion of this pro- 


178 See this Part, supra. We assume that the donor did not contemplate death. 

174 Cf, this Part, infra, in connection with the discussion of Mr. Justice Stone’s dis- 
senting opinion in Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935). 

175 Frew v. Bowers, 12 F.2d 625, 627 (C.C.A.2d 1926). 

176 285 U.S. 312 (1932). See also White v. Hall, 53 F.2d 210 (C.C.A.1st 1931), cert. 
denied, 285 U.S. 553 (1932) ; Guinzburg v. Anderson, 54 F.2d 629 (C.C.A.2d 1931), cert. 
denied, 285 U.S. 553 (1932) ; Delaware Trust Co. v. Handy, 51 F.2d 867 (D. Del. 1931), 
aff'd, 285 U.S. 352 (1932) ; American Security & Trust Co., 24 B.T.A. 334 (1931). Cf. 
Mather v. MacLaughlin, 57 F.2d 223 (E. D. Pa. 1932). 

177 Revenue Act of 1926, Sec. 302(c). The statutory presumption was limited to gifts 
exceeding $5,000 and applied only as to the excess over that sum. In holding the provision 
invalid the Tax Court stated, “The same gift, therefore, is for the purposes of the tax 
made from two motives. This seems to us to indicate the arbitrary nature of the pro- 
vision.” American Security & Trust Co., 24 B.T.A. 334, 355 (1931). See also id. at 357. 
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vision will prevent most of the evasion and is the only way in which it can be 
prevented.**® 


Heiner v. Donnan came to the Supreme Court via a certified question 
from below. The Court was asked to determine whether the two-year 
presumption denied due process.**® Mr. Justice Sutherland stated that a 
negative answer would have to rest upon one of two propositions: Con- 
gress might prohibit an executor from proving that a gift was actually not 
made in contemplation of death, or the provision was valid as a gift tax 
measure though operative as an estate tax measure.**° The precise state- 
ment of a legal question is no assurance that the issue will be adequately 
answered, but the statement may make the answer appear more attractive 
than it is.*** The first possibility mentioned by Mr. Justice Sutherland 
immediately suggested that Congress had acted harshly. An estate tax 
had been imposed by reason of the donor’s state of mind and at the same 
time his state of mind had been declared irrelevant. The second possibility 
was similarly helpful in making the statute appear deceitful. The pro- 
vision behaved like an estate tax and defended its behavior as a gift tax. 


178 H. R. Rep. No. 1, 69th Cong., Ist Sess. 15 (1926). The 1924 gift tax was simul- 
taneously repealed. Revenue Act of 1926, Sec. 1200(a). Since 1916 there has been a two- 
year rebuttable presumption of contemplation of death which the Ways and Means Com- 
mittee in 1926 described as “very ineffective in practical administration.” Sixteen years 
later Mr. Paul expressed the same thought before the Committee: “The existing re- 
buttable presumption that a gift is in contemplation of death if made within 2 years of 
death has been productive of litigation but not of revenue.” Hearings before Committee 
on Ways and Means on Revenue Revision of 1942, 77th Cong., 2d Sess. 91 (1942). See 
further Eisenstein, Are We Ready for Estate and Gift Tax Revision? 23 Taxes 316, 319 
(1945). The American Bankers Association has hopefully proposed that gifts to avoid 
estate tax should not be deemed in contemplation of death because of the purpose to 
avoid. See Report Proposing Amendments to Federal Income, Estate, and Gift Tax Laws, 
Committee on Taxation, Trust Division 33 (1946). Mr. Magill has suggested that all 
gifts to avoid tax should not be deemed in contemplation of death if the donor manages 
to live on for two years and a day. See Revenue Revision, 1947-48, Reports of the Special 
Tax Study Committee to the Committee on Ways and Means 30 (Nov. 4, 1947). On the 
other hand, Mr. Pavenstedt would be more merciful to avoiders by completely abolishing 
the contemplation of death provision. See Taxation of Transfers in Contemplation of 
Death: A Proposal for Abolition, 54 Yate L. J. 70, 90 (1945). In general, Mr. Paven- 
stedt seems to regard the provision as a kind of conspiracy against decedents who give 
before death. Cf. Federal and State Death Taxes, REPORTS TO THE JOINT COMMITTEE ON 
INTERNAL REVENUE TAXATION 168 (1933). For friendlier views, see Revenue Revision, 
supra at 58; Magill, Stone on Taxation, 46 Cor. L. Rev. 747, 762 (1946), stating: “We 
need such a statute as Heiner v. Donnan invalidated, perhaps with the addition of an age 
requirement.” 

179 Another certified question was left unanswered. See 285 U.S. at 321, 332. 

180 Jd, at 322 

181 “The mind is prone to incline to that view of any question raised which is sug- 
gested by the form in which the question is set forth, or the result which is sure to follow 
a given answer to the question raised.” Pennsylvania Co. for Insurance on Lives, etc. v. 


Lederer, 292 Fed. 629, 630 (E. D. Pa. 1921). 
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It was at once the hand of Esau and the voice of Jacob. Mr. Justice 
Sutherland’s summary of the constitutional issues might have been more 
considerate toward the provision. He might have stated that the question 
was whether Congress had acted in a plainly irrational manner by placing 
in a decedent’s gross estate his gifts made within two years of death. A 
negative answer would have required the Court to hold only that the 
inclusion was reasonably justifiable as a means of preventing estate tax 
avoidance. 

Mr. Justice Sutherland began his constitutional essay by generalizing 
that the estate tax does not reach “pure gifts inter vivos” since the subject 
of the tax is “the transmission of property from the dead to the living.” 
Property transferred in contemplation of death is taxed at the donor’s 
death “because the transfer is considered to be testamentary in effect.” 
But a gift not so made “embodies a transaction begun and completed 
wholly by and between the living, taxable as a gift,” and is “obviously not 
subject to any form of death duty, since it bears no relation whatever to 
death. The ‘generating source’ of such a gift is to be found in the facts 
of life and not in the circumstance of death. And the death afterward of 
the donor in no way changes the situation; that is to say, the death does 
not result in a shifting, or in the completion of a shifting, to the donee of 
any economic benefit of property, which is the subject of a death tax .. . 
nor does the death in such case bring into being, or ripen for the donee or 
anyone else, so far as the gift is concerned, any property right or interest 
which can be the subject of any form of death tax. . . . Complete owner- 
ship of the gift, together with all its incidents, has passed during the life 
of both donor and donee, and no interest of any kind remains to pass 
to one or cease in the other-in consequence of the death which happens 
afterward.” **? 

Tenets have been known to be less obvious than their adherents were 
willing to believe. Mr. Justice Sutherland’s constitutional articles of 
faith are so weak as to strengthen the doubts of the skeptic. The substance 
of his views was not novel except as hints and implications of earlier 
opinions were now more explicit.*** But a greater measure of precision, 
leaving less to the imagination, may only emphasize the dubious content 
of what is said. Gifts in contemplation of death are admittedly taxable 
at death although the donor’s passing “in no way changes the situation.” 
The reason stated is that such gifts are “testamentary in effect.” Yet the 
Court had already held that other gifts, bearing a relation to the donor’s 

182 285 U.S. at 322-23. Compare the sweeping generalities in Walker v. United States, 


83 F.2d 103, 107 (C.C.A.8th 1936). 
188 See this Part, supra. 
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death, were not “testamentary in effect.” *** Mr. Justice Sutherland finally 
enunciated a simple constitutional principle which had previously been a 
bit obscure. The estate tax may fasten on a gift from the living to the 
living only if the gift is made in contemplation of death or if the donor’s 
death produces a “passing,” “shifting” or “ripening” from him to the 
donee. This principle necessarily prohibited Congress from taxing any 
gift made within two years of the donor’s death as having been made in 
contemplation of death. The principle had its own two categories of gifts. 
There was the kind which might be reached by an estate tax and there 
was the kind which might not, and never the twain could meet.*** Con- 
gress was forbidden to move a gift from one category to another, for the 
categories were ordained by the Constitution.** 

Mr. Justice Sutherland next associated his newly articulated principle 
with the Fifth Amendment. The Justice reasoned that since the donee 
had owned the property before the donor’s death, which did not effect a 
“transfer,” Congress was arbitrarily measuring the tax of A by reference 
to the property of B.- 


In the first place, the tax, in part, is laid in respect of property shown not 
to have been transferred in contemplation of death and the complete title to 
which had passed to the donee during the lifetime of the donor ; and secondly, 
the tax is not laid upon the transfer of the gift or in respect of its value. It is 
laid upon the transfer, and calculated upon the value, of the estate of the de- 
cedent, such value being enhanced by the fictitious inclusion of the gift, and 
the estate made liable for a gift computed upon that value. Moreover, under 
the statute the value of the gift when made is to be ignored, and its value 
arbitrarily fixed as of the date of the donor’s death. The result is that upon 
those who succeed to the decedent’s estate there is imposed the burden of a 
tax, measured in part by property which comprises no portion of the estate, 
to which the estate is in no way related, and from which the estate derives no 
benefit of any description. Plainly, this is to measure the tax on A’s property 
by imputing to it in part the value of the property of B. . . . Such an exaction 
is not taxation but spoliation.'*” 


184 Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), and May v. Heiner, 281 
U.S. 238 (1930), discussed in this Part, supra. 

185 See Bradley v. Nichols, 13 F.2d 857, 859 (D. Mass. 1926), aff’d, 27 F.2d 47 (C.C.A. 
Ist 1928). 

186 For an enthusiastic endorsement of this outlook, see Robinson, Constitutionality of 
Federal and State Statutes Taxing Transfers with Income Reservations, 18 A.B.A.J. 612, 
613 (1932). But cf. Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & 
Contemp. Pros. 309, 312 (1940). 

187 285 U.S. at 326-27. Mr. Justice Sutherland cited, as conclusive authorities, Schles- 
inger v. Wisconsin, 270 U.S. 230 (1926), and Hoeper v. Tax Commission, 284 U.S. 206 
(1931). In the earlier case the Court invalidated a similar six-year presumption in the 
Wisconsin inheritance tax law. Mr. Justice McReynolds’ opinion condemned the statute 
under the Fourteenth Amendment. First, the provision arbitrarily discriminated between 
gifts made within six years of death and all other gifts. Secondly, gifts made within six 
years of death were “subjected to graduated taxes which could not properly be laid on 
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Without denying that there may be a difference between “taxation” 
and “spoliation,’ we may nevertheless deny that the difference between 
the two was at all significant here. Mr. Justice Sutherland’s Tyler opinion 
already indicated that property interests owned by B may be included in 
A’s gross estate if the inclusion appropriately defeats avoidance.*** The 
Tyler decision turned in part on a “transfer” at death, but if the inquiry 
under the Fifth Amendment is whether the statute is an appropriate means 
of attaining a permissible end, why should the mere lack of a “transfer” 
place either the means or the end outside the pale of due process? We need 
not labor the point that the prevention of tax avoidance is a constitutional 
enterprise. Even Mr. Justice McReynolds sometimes agreed.*** The only 
remaining question is whether an estate tax statute, devoted to the cause 
of prevention, is arbitrary because it treats gifts within two years of 
death as made in contemplation of that event. Impassioned observations 
concerning the outrageous harshness of taxing A on account of B’s 
property are sadly unresponsive to the question. The contemplation of 
death provision is evidence that A may be taxed with respect to property 
owned by B when the tax is rationally justified. Hence we are still left 
with the inquiry whether the two-year presumption was rational enough 
to afford due process. Mr. Justice Sutherland himself probably thought 
that his apprehensive generalizations about A and B were not very con- 
vincing. For the Justice proceeded to explain, in greater detail and with 
additional indignation, why the presumption was too arbitrary to survive. 

The presumption, he charged, “excludes consideration of every fact 
and circumstance tending to show the real motive of the donor. The young 


all gifts or, indeed, upon any gift without testamentary character.” 270 U.S. at 240. Mr. 
Justice McReynolds was not persuaded by the argument that the presumption was a 
reasonable means of preventing avoidance. “That is to say, ‘A’ may be required to 
submit to an enactment forbidden by the Constitution if this seems necessary in order 
to enable the State readily to collect lawful charges against ‘B.’ Rights guaranteed by 
the federal Constitution are not to be so lightly treated; they are superior to this sup- 
posed necessity. The State is forbidden to deny due process of law or the equal protection 
of the laws for any purpose whatsoever. . . . A forbidden tax cannot be enforced in order 
to facilitate the collection of one properly laid. ...” Jbid. Justices Holmes, Brandeis 
and Stone dissented. Although the Schlesinger decision rested largely on a supposed arbi- 
trary discrimination, Mr. Justice Sutherland cited the decision for a broader principle, 
“namely, that a statute which imposes a tax upon an assumption of fact which the 
taxpayer is forbidden to controvert, is so arbitrary and unreasonable that it cannot stand 
under the Fourteenth Amendment.” 285 U.S. at 325. In other words, the federal statute 
was void, regardless of any unjustifiable classification. Mr. Justice McReynolds’ language 
was broad enough to warrant Mr. Justice Sutherland’s language. In the Hoeper case 
the Court held that a Wisconsin statute which measured a husband’s tax by reference 
to the sum of his own income and his wife’s income denied due process because A 
was taxed on account of B’s income. See further Part VIII. 
188 See Part III. 
189 Taft v. Bowers, 278 U.S. 470 (1929). 
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man in abounding health, bereft of life by a stroke of lightning within 
two years after making a gift, is conclusively presumed to have acted under 
the inducement of the thought of death, equally with the old and ailing 
who already stands in the shadow of the inevitable end. And although the 
tax explicitly is based upon the circumstance that the thought of death 
must be the impelling cause of the transfer . . . the presumption, never- 
theless, precludes the ascertainment of the truth in respect of that requisite 
upon which the liability is made to rest, with the result, in the present case 
and in many others, of putting upon an estate the burden of a tax measured 
in part by the value of property never owned by the estate or in the re- 
motest degree connected with the death which brought it into existence.”’ 
Mr. Justice Sutherland condemned this method of measurement as even 
“more arbitrary and less defensible against attack than one imposing 
arbitrarily retroactive taxes.” *°° The Government’s insistence that the 
presumption was a suitable means of coping with avoidance only made 
matters worse. “This is very near to saying,” declared the Justice, “that 
the individual, innocent of evasion, may be stripped of his constitutional 
rights in order to further a more thorough enforcement of the tax against 
the guilty—a new and startling doctrine, condemned by its mere state- 
ment and distinctly repudiated” by the Court in prior cases.*” 

The doctrine which so distressed Mr. Justice Sutherland was really 
neither “startling” nor “new.” The Court has long permitted “innocent” 
and “guilty” to be treated alike if such treatment is not an unreasonable 
means of supervising the “guilty.” **’ In Heiner v. Donnan Mr. Justice 
Sutherland himself implicitly subscribed to this view though explicitly 
denying that he did.*** The so-called “constitutional right” of the “inno- 
cent,” which could not be sacrificed on the altar of administrative expedi- 
ency, was an estate tax immunity for any gift not made in contemplation 
of death and not “passing” at death. Yet “innocence” alone was appar- 


190 285 U.S. at 327-28. At this point Mr. Justice Sutherland misappropriated a few 
sentences from Judge Learned Hand’s opinion in Frew v. Bowers, 12 F.2d 625, 630 
(C.C.A.2d 1926), discussing the different subject of retroactivity. Compare Judge Hand’s 
unflattering views on Heiner v. Donnan, as revealed in Comm’r v. City Bank Farmers 
Trust Co., 74 F.2d 242, 246 (C.C.A.2d 1934), rev’d, 296 U.S. 85 (1935). 

191 285 U.S. at 328. For the cases referred to, see note 187 supra. 

192 See, e.g., Purity Extract Co. v. Lynch, 226 U.S. 192 (1912); Hebe Co. v. Shaw, 
248 U.S. 297 (1919) ; Pierce Oil Corp. v. City of Hope, 248 U.S. 498 (1919) ; Jacob Rup- 
pert v. Caffey, 251 U.S. 264 (1920); Everard’s Brewery v. Day, 265 U.S. 545 (1924). 
Cf. Untermyer v. Anderson, 276 U.S. 440, 451 (1928). But cf. Weaver v. Palmer Bros. 
Co., 270 U.S. 402 (1926). See discussion in Note, 26 Cor. L. Rev. 737, 739 (1926). 

198 For a more explicit approval by the Justice, see Village of Euclid v. Ambler Realty 
Co., 272 U.S. 365, 388-89 (1926). In the Tyler case the same Justice defended the tax 
as a means of preventing avoidance without worrying whether the decedent who happened 
to be caught had sought to avoid. 
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ently not enough to protect the “innocent.” They deserved protection, the 
Justice maintained, because it was unreasonable to harm them. 

Mr. Justice Sutherland’s views on the rational and the irrational should 
not be praised for clarity of design and expression. His solicitude for the 
young man suddenly felled by lightning suggests that the presumption 
was “spoliation” because it extended beyond elderly donors. But the 
Justice’s opinion as a whole betrays an acute anxiety which encompasses 
all donors, young and old, whose gifts are not actually impelled by thoughts 
of death. As regards the hypothetical young man felled by hypothetical 
lightning, it is familiar doctrine that reasonableness and fairness should 
not be appraised in the light or the rare or unusual.** If, however, such 
cases as young men struck by lightning are too important to forget, Mr. 
Justice Frankfurter has given us the answer. The “pity aroused by this 
affecting apparition of the benevolent young plutocrat is somewhat molli- 
fied by the fact that if the property had not been given to kith and kin” 
so shortly before death, it would probably have passed along by will.*** 
The same incisive comment applies to all donors, whether death is brought 
about by lightning or a more common cause. In condemning the two-year 
presumption as worse than an arbitrarily retroactive tax, Mr. Justice 
Sutherland was guilty of an unpardonable exaggeration. A donor who 
generously gave after the enactment of the presumption was informed 
that his transfer would incur an estate tax if he unfortunately failed to 
survive two more years.’ 

The Justice’s discussion of the presumption as a gift tax measure 
accused the provision of additional misconduct. After holding that the 
presumption provision was not a gift tax statute,’ he declared that 


194 See Village of Euclid v. Ambler Realty Co., 272 U.S. 365, 388-89 (1926). At 
worst, a statute which is generally reasonable should stand in all but unusual circum- 
stances. “The line of division between the rational and the arbitrary in legislation is not 
to be drawn with an eye to remote possibilities. What the law looks for in establishing 
its standards is a probability or tendency of general validity. If this is attained, the formula 
will serve, though there are imperfections here and there. The exception, if it arises, 
may have its special rule.” Burnet v. Wells, 289. U.S. 670, 681 (1933). 

195 See FRANKFURTER, LAW AND Potitics 56 (1939). 

196 Mr. Justice Sutherland referred to decisions which required a rational relation 
between the fact proved and the fact presumed for purposes of due process. 285 U.S. at 
328-29. His reference presupposed that Congress could not impose an estate tax on 
absolute gifts unless made in contemplation of death. We therefore still have the question 
which Mr. Justice Sutherland was unable to answer satisfactorily. Why was it un- 
reasonable to place an estate tax on gifts made within two years of death in order to 
prevent avoidance of estate tax? 

197 285 U.S. at 330-31. Mr. Justice Sutherland stated: “The event upon which the tax 
is made to depend is not the transfer of the gift, but the transfer of the estate of the 
decedent.” See also id. at 332. This statement was erroneous if it meant that there is no 
estate tax on gifts in contemplation of death unless there is a “transfer” of some other 
property at death. Cf. this Part, infra, discussing Nichols v. Coolidge, 274 U.S. 531 (1927). 
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even if the contrary were assumed, the differentiation between gifts made 
within two years of death and gifts made earlier was wholly arbitrary. 
There was no more reason, he stated, to tax gifts within two years of 
death than gifts within two years of marriage.* Then certain conse- 
quences produced a new burst of indignation. The tax upon a gift within 
two years of the donor’s death was “based, not upon the transfer of the 
gift, but upon the transfer of the estate; and upon the value of the estate, 
and not that of the gift.” *°*° “Obviously,” the Justice inferred, “these are 
bases having no relation whatever to the gift.” Moreover, the value of the 
gift was measured as of the date of death—‘a condition so obviously arbi- 
trary and capricious as, by itself, to condemn the tax, viewed as a gift tax, 
as violative of due process.” ‘The tax was to be paid by the decedent’s 
beneficiaries although it was impossible for them to share in the gift, 
which had passed beyond recall. Accordingly, the tax was “a contribution 
to the government exacted of one person, based pro tanto upon the wealth 
of another.” In short, if the levy was considered a gift tax, there was 
an “entire lack of relation between the taxpayer and the transfer which is 
the subject of the tax.” *°° 

Mr. Justice Sutherland’s opinion nicely illustrates that in constitutional 
law it is easy to speak of many things without being informative. Rhetoric 
is recklessly rushed in where analysis should cautiously tread. The one 
question which awaited an answer was whether a reasonable Congress 
might impose an estate tax on gifts made within two years of the donor’s 
death. An intelligent response should naturally be aware of f° actical con- 
siderations. Is it reasonable to believe that many substantial gifts are made 
by potentially taxable decedents within two years of death? Is the Gov- 
ernment seriously handicapped in its efforts to prove that such gifts are 
motivated by the same thoughts which are eventually reflected in wills? 
Since Mr. Justice Sutherland denied the relevance of these and related 
matters, he was able to deliver himself of sonorous generalizations about 
eternal verities. Meanwhile he was unable to detect a reasonable relation- 
ship between a gift and the resulting tax produced by the presumption pro- 
vision, or a rational basis for distinguishing between gifts within two 
years of death and all other gifts. It is just as easy to generalize wrongly 
as it is to generalize. Mr. Justice Sutherland stated, as if he were echoing 


198 Mr. Justice Sutherland quoted from Schlesinger v. Wisconsin, 270 U.S. 230, 239-40 
(1926). See note 187 supra. This phase of the denunciation presupposed that the due 
process clause of the Fifth Amendment limits Congress’ power to classify. See further 
Part V. 


199 See note 197 supra. 
200 285 U.S. at 332. The Justice also wrote colorfully about the legislative effort “to 


exact tribute from the gains or property of one measured by the gains or property of 
another.” 
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some revealed truth, that an estate cannot be required to pay tax upon a 
gift which was beyond recall. The Justice overlooked an unsympathetic 
detail. The Supreme Court, including the Justice, had sanctioned an estate 
tax on irrevocable gifts and, in so doing, had not been concerned that many 
gifts would be taxed though there was no desire to avoid.*” 

Mr. Justice Stone was not moved by Mr. Justice Sutherland’s emo- 
tional essay.” In order to defeat avoidance, Mr. Justice Stone argued, 
the estate tax has been allowed to fasten on gifts where nothing “passes.” 
The two-year statute was but an additional safeguard against the same 
practice. While the condemned provision was formally a conclusive pre- 
sumption, its validity was to be judged by its practical consequences.” 
In terms of results the statute simply placed gifts by the decedent within 
two years of death in his taxable estate. The Justice also contended, and 
his brethren did not deny, that Congress might impose a tax on transfers 
by gift and that the rate of tax might be equal to the rate of tax on 
legacies.*** The problem, reduced to its essentials, was whether gifts made 
within two years of death could be isolated from other gifts and taxed 
together with legacies. Mr. Justice Sutherland’s observations on A and B 
were an exercise in idle speculation. Congress had imposed an estate tax 
upon a gift by A, payable out of the property of A.*° 


201 Tyler v. United States, 281 U.S. 497 (1930). See Part III. 

202 285 U.S. at 332 et seq. Mr. Justice Brandeis concurred in his dissenting opinion. 
Mr. Justice Cardozo, who had succeeded Mr. Justice Holmes, did not participate in the 
disposition of the case. . 

208 Cf. Sutherland, J., in Tyler v. United States, 281 U.S. 497, 502 (1930). 

204 The gift tax statute of 1924, upheld in Bromley v. McCaughn, 280 U.S. 124 (1929), 
contained rates equal to those of the estate tax. 

205 285 U.S. at 333-38. Mr. Justice Stone sought to distinguish Schlesinger v. Wis- 
consin, 270 U.S. 230 (1926) (see note 187 supra), on several grounds: (1) there the 
difficulties of administration had been less apparent; (2) there the presumption had 
embraced six years instead of two; (3) there the tax had been a succession duty, as 
distinguished from an estate duty; and (4) there the tax had fallen as an arbitrary 
classification but the Fifth Amendment contains no equal protection clause. The first two 
distinctions were the “lawyer-like” kind which courts often make to avoid the discomfort 
of frankly overruling a case. The third reason, which was of the same type, neglected Mr. 
Justice McReynolds’ genera] observation that non-testamentary gifts could not be taxed 
at rates and valuations effective at death, and that “innocent” gifts could not be taxed 
at death in order to reach “guilty” gifts. As regards the fourth reason, the Schlesinger 
decision did not rest merely on a finding of arbitrary classification, and the Court had 
already indicated that an “arbitrary and capricious” classification would violate the Fifth 
Amendment. See Barclay & Co. v. Edwards, 267 U.S. 442, 450 (1924), cited by Mr. 
Justice Stone in 285 U.S. at 338. Furthermore, after denying that the Fifth Amendment 
assured the equal protection of the laws, Mr. Justice Stone reasoned persuasively that 
Congress’ classification was reasonable. Mr. Justice Sutherland’s unfriendly reactions 
were prompted by the belief that the conclusive presumption was inherently arbitrary, 
apart from any question of proper classification. The latter question was considered only 
in disposing of the argument that the presumption provision might be sustained as a 
gift tax. 
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The reasoning which followed was unembarrassed by Mr. Justice 
Sutherland’s outraged absolutes on the “guilty” and the “innocent.” If the 
statute, Mr. Justice Stone stated, was rationally related to the policy of 
taxing transfers at death, due process was rendered its due. The fact 
that gifts “made shortly before death, regardless of motive, chiefly con- 
tribute to the withdrawal of property from operation of the estate tax” 
provided the required relationship, “even though they are not conscious 
evasions of the estate tax, and opprobrious epithets can not certainly be 
applied to them.” Assuming that due process forbids invidious discrimi- 
nations, the distinction between gifts made within two years of death 
and gifts made earlier reflected a reasonable mind at work. The power to 
tax involves the power to classify, and the power to classify “involves the 
power to recognize and distinguish differences in degree between those 
things which are near and those which are remote from the object aimed 
at.” “It cannot be said generally that gifts made near the time of death 
do not have a greater tendency to defeat the estate tax than gifts made at 
periods remote from ‘it, both because of the greater number and amounts 
of the former and because such gifts more certainly withdraw the property 
from the operation of the estate tax than do the earlier and relatively in- 
frequent gifts of property which may be lost or destroyed before the 
donor’s death.” 

Even if the presumption of constitutionality were abandoned, contended 
Mr. Justice Stone, there was sufficient evidence to sustain the two-year 
line. A few pages of statistics told a story of extensive avoidance: “large 
amounts of money and property were being withdrawn from the opera- 
tion of the estate tax by gifts inter vivos under circumstances which clearly 
indicated that but for the gifts all would have been taxed as a part of the 
donor’s estates, and that by far the greater number and amount of such 
gifts had been made within two years of death by persons of advanced 
age.” *°° In view of the evil which inspired the remedy, the gifts involved 
were appropriately “taxed as a part of the donor’s estate, and at the same 
rates and on values as of the donor’s death.” “Since the basis of the tax 
is that it compensates for the drain on the estate tax, and since it is paid 
by the donor’s estate, which would otherwise be compelled to pay the estate 
tax on transmission at death, the whole object of the tax on the gifts 
would be defeated if levied on another basis.” 7° 


206 Mr. Justice Stone’s statistics covered 102 cases, decided under revenue acts preced- 
ing the 1926 Act, in which the result “was determined by the answer made to the question 
of fact, whether a gift had been made in contemplation of death.” 285 U.S. at 343-46, 347. 
For more recent analyses, see Atlas, Gifts in Contemplation of Death, 23 Taxes 421 
(1945); Pavenstedt, Taxation of Transfers in Contemplation of Death: A Proposal 
for Abolition, 54 Yaue L. J. 70, 71-73, 91 (1944). 

207 285 U.S. at 338-50. Cf. Stone, J., in Milliken v. United States, 283 U.S. 15, 23-24 
(1931). 
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Mr. Justice Stone exposed his own constitutional frailties in exposing 
those of his brethren. His Northern Trust Company opinion had been 
haunted by a feared transgression if estate tax were levied on a gift of a 
remainder because the donor’s death enabled the donee to possess or enjoy 
the remainder.** The Court’s anxieties, we have thought, were probably 
induced by the lack of any “passing” at death, plus some doubt whether 
the gift was so different from an outright gift as to deserve a different 
treatment. In view of Mr. Justice Stone’s opinion in Heiner v. Donnan, 
his opinion in the Northern Trust Company case had yielded too quickly 
to unnecessary qualms. A statute is hardly irrational in providing that, 
regardless of the method of transfer, all interests which materialize in 
possession or enjoyment as a result of the benefactor’s death should be 
equally subject to estate tax. The Northern Trust Company decision was 
a collective enterprise of the whole Court and perhaps, we have also sur- 
mised, Mr. Justice Stone himself did not share the constitutional fears. 
But a further divergence between that opinion and his attitudes in Heiner 
v. Donnan cannot be entirely blamed on others. As dissenter he contended 
that Tyler v. United States had “rested on the sole and only possible 
ground” of preventing avoidance, and had permitted an estate tax upon 
a “selected class of gifts inter vivos, estates by the entirety donated by one 
spouse for the benefit of both, although the gift was not testamentary and 
neither title, possession, nor enjoyment passed at death.” *°° Besides 
ignoring certain portions of the Tyler opinion,”° this version was at odds 
with his own Northern Trust Company opinion. Then the Justice had 
stated that the provision sustained in the Tyler case taxes “property pass- 
ing out of the control, possession or enjoyment of the decedent at his 
death.” *** We do not know whether the Justice was aware of the con- 
tradiction, but we do know that he had come to believe that estate taxation 
of gifts when nothing “‘passes” is not legislative tyranny. 

Heiner v. Donnan brought to light irreconcilable differences which had 
previously remained obscure while litigants were being informed of right 
and wrong. A minority were beginning to imply that not everything which 
had been said in the past deserved to be repeated in the present, although 
both past and present were contained within a five-year span. In the 


208 See this Part, supra. 

209 285 U.S. at 340, 337. But compare the statement at 333 that “benefit” inures “to the 
surviving tenant upon the death of the donor.” 

210 See Part III. 

211278 U.S. at 348. Mr. Justice Stone also contradicted his summary of the Tyler 
decision in Phillips v. Dime Trust & S. D. Co., 284 U.S. 160, 165 (1931). On the other 
hand, in the same case and on behalf of the entire Court he compared estates by the 
entirety to gifts in contemplation of death, which are taxed though nothing “passes.” 
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St. Louis Trust cases,”* decided nearly three years after Heiner v. Donnan, 
the differences widened. It now appeared that the Justices could not agree 
whether property “passed” or failed to “pass” even if the property had to 
“pass” in order to be taxed. 

Five Justices held that a gift of a vested remainder, defeasible in the 
donor’s favor if he survived the income beneficiary, was not intended to 
take effect in possession or enjoyment following the donor’s death.” 
Again Mr. Justice Sutherland was chosen to rationalize the result. The 
Justice’s opinion opened with the proposition that the estate tax rests on 
the decedent’s transfer of property by will or intestacy. Subsection (c), 
he continued, was designed to cooperate with this principle by taxing other 
dispositions considered “‘in effect” testamentary—‘that is to say, a substi- 
tute for either a disposition by will or a passing in virtue of intestacy.” ** 
There followed an excerpt from Heiner v. Donnan, which had adjudged 
the estate tax “obviously” incapable of reaching, in the absence of con- 
templation of death, a gift “begun and completed wholly by and between 
the living.” Another excerpt, from the Northern Trust Company opinion, 
recalled the thought that subsection (c) does not apply unless the property 
passes “from the possession, enjoyment or control of the donor at his 
death.” Then came the conclusion that the disposition was not testa- 
mentary because nothing “passed’’ from the donor. The donee had a 
vested remainder before as well as after the donor’s death. The latter had 
retained no right “which in any sense was the subject of testamentary 
disposition. His death passed no interestto any of the beneficiaries of the 
trust, and enlarged none beyond what was conveyed by the indenture.” 
Death failed to effect any change “in the extent or quality of the estates 
conveyed in trusts” and at most only terminated “a mere possibility of a 
reverter” in the donor.*** The Klein case was distinguished as involving 








212 Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935) ; Becker v. St. Louis 
Union Trust Co., 296 U.S. 48 (1935). The latter case also involved a contemplation 
of death issue. 

213 Chief Justice Hughes and Justices Brandeis, Stone and Cardozo dissented. About 
two years before the St. Louis Trust decisions a similar case had come to the Court. 
The taxpayer had prevailed below for reasons which Mr. Justice Sutherland was soon 
to sanctify. The Supreme Court was equally divided and judgment was affirmed without 
opinion. Nanaline H. Duke, 23 B.T.A. 1104 (1931), aff’d, 62 F.2d 1057 (C.C.A.3d 1933), 
aff'd, 290 U.S. 591 (1933). Since Chief Justice Hughes was the non-participating Justice 
and later voted with the minority in the St. Louts Trust cases, one of the Justices must 
have changed his mind. It is difficult to believe that Mr. Justice Roberts was not the 
shifting Justice, for we need not speculate about Justices Van Devanter, McReynolds, 
Sutherland and Butler. 

214 206 U.S. at 41-2. 

215 Mr. Justice Sutherland’s opinion was about as poor from a property point of view 
as it was poor from a tax point of view. The decedent did not have a “possibility of 
reverter” in a strict property sense. See Helvering v. Hallock, 309 U.S. 106, 118, n. 6 
(1940). Cf. Note, 34 Int. L. Rev. 867, n. 11 (1940). 
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a donor whose demise had been “the generating source of the title” because 
he had kept the remainder until his death. “The grantor having died first, 
his death clearly effected a transmission of the larger estate to the 
grantee.” **° 

The St. Louis Trust decisions represented a system of thought which 
had rapidly evolved through several stages. In the Northern Trust Com- 
pany case the Court had ruled that a gift which is intended to take effect 
in possession or enjoyment at or after the donor’s death is not so intended 
unless the property passes from the donor’s “control, possession or en- 
joyment” at his death. May v. Heiner had added that property “passes” 
if the donor’s death moves the title from him to the donee. Heiner v. 
Donnan had then transformed these statutory notions into a constitutional 
principle of generous proportions. In the absence of contemplation of 
death and in the absence of a “passing,” the estate tax could not be im- 
posed on gifts.’ The St. Louis Trust decisions restated the existing 
tenets, and as so restated they included several interrelated ideas. Sub- 
section (c) taxes only testamentary gifts; a gift is testamentary if the 
given interest “passes” at the donor’s death in a fashion akin to property 
passing under a will or the laws of intestacy; a given interest does not 
“pass” in this manner unless title to the interest is retained by the donor 
until death and shifts to the donee as a result of death.** 

Five years later a new majority was to say that merely “gossamer dis- 
tinctions” separated the Klein and St. Louis Trust cases.”* But in the 
realm of ideas familiar to Mr. Justice Sutherland the difference reflected 
discriminating insight. If a taxable transfer occurs only when the donor’s 
death “passes” title to the donee, it is necessarily significant that the 
donee’s remainder is vested rather than contingent before the donor’s 
death. It is correlatively insignificant that remainder interests, whether 
vested or contingent, happen to be equally defeasible if the donor survives 
the donee. The paramount consideration is that property law regards a 
vested remainder, though subject to divestment, as a “larger estate” than 


216 206 U.S. at 45-46. By distinguishing between vested and contingent remainders 
the Court minimized, if it did not avoid, the problem of dealing with remote reverters. 
See Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax, 32 Cou. L. 
Rev. 1332, 1335-36 (1932). The St. Louis Trust decisions were anticipated in Frick v. 
Lewellyn, 298 Fed. 803, 810 (W. D. Pa. 1924), aff'd on other grounds, 268 U.S. 238 
(1925). 

217 This principle had been foreshadowed in Nichols v. Coolidge, 274 U.S. 531 (1927). 
See this Part, supra. 

218 The Court quietly overlooked that a will “passes” possession and enjoyment as well 
as title, and that the “passing” of the former is just as testamentary as the “passing” of 
the latter. Cf. Coolidge v. Long, 282 U.S. 582, 597 (1931), in which title was similarly 
significant. 

219 Helvering v. Hallock, 309 U.S. 106, 118 (1940). 
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a contingent remainder. But since subsection (c) refers to the donee’s 
possession or enjoyment, why, the inquisitive may ask, did Mr. Justice 
Sutherland refer to the donee’s title? The Justice’s opinion contained the 
answer. When subsection (c) speaks of possession or enjoyment of an 
interest, it means possession or enjoyment of title to the interest. A donee 
who immediately receives title possesses and enjoys title before and not 
after the donor dies. This answer may seem peculiar, but we should 
remember that the Court’s understanding of subsection (c) consisted of 
peculiar preconceptions which had little to do with the subsection.*” 

The preconceptions could not avoid some difficulties. In the Tyler case a 
constitutional “passing” at the donor’s death had occurred despite the 
failure of anything to “pass” under the so-called “mere legal fictions” of 
the common law. The donee’s previously existing rights had “ripened”’ 
into possession and enjoyment when the donor had predeceased the 
donee.** But in the St. Louis Trust cases the same kind of ripening failed 
to suffice because of “mere legal fictions” which were more fragile. If 
we say that the Tyler case dealt with constitutional law and the St. Louis 
Trust cases with statutory law, we are making a distinction which is not 
above suspicion. We must then assume that subsection (c), as construed 
in the St. Louis Trust cases, refrained from taxing what was constitu- 
tionally taxable while something similar was simultaneously taxed in a 
neighboring subsection.”* We must also suppose that the Court had two 
kinds of “transfers” in mind—a broader kind and a narrower kind—and 
concluded that subsection (c) was confined to the narrower. However, 
if we so assume and suppose, we overlook that in the St. Louis Trust 
cases Mr. Justice Sutherland geared the subsection to the constitutional 
law of Heiner v. Donnan, which in turn had incorporated the broader kind 
of “transfer” represented by the Tyler case.?** We may as well concede 
that another explanation is more persuasive.*** Five Justices would have 





220 The distinction between vested and contingent remainders has not always been a 
blessing to taxpayers. Compare Coolidge vy. Long, 282 U.S. 582 (1931), with Binney v. 
Long, 299 U.S. 280 (1936), in which the taxpayer vainly pleaded that “practical rather 
than legal considerations” should be applied. See also Salomon vy. State Tax Commission, 
278 U.S. 484, 490 (1929). 

221 See Part III. 

222 Cf. Union Guardian Trust Co., 26 B.T.A. 1321, 1323-24 (1932), modified on other 
issues sub nom. Dort v. Helvering, 69 F.2d 836 (App. D. C. 1934), cert. denied, 293 
U.S. 569 (1934). 

228 Despite the confusion Mr. Justice Sutherland’s opinion did not purport to over- 
rule the asserted tax liabilities on constitutional grounds. But compare the comment 
in Helvering vy. Griffiths, 318 U.S. 371, 397 (1943); and see Nash, What Law of Taxa- 
tion? 9 Forp. L. Rev. 165, 177 (1940). 

224 Compare the statement in Charles H. W Foster, 26 B.T.A. 708, 714 (1932), aff’d, 
C.C.A.1st March 20, 1933, that both the Tyler and Klein cases involved remainder inter- 
ests “contingent upon survivorship.” 
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been unhappy if subsection (c) applied, and they did their utmost to 
remain happy. 

The other four Justices contended through Mr. Justice Stone ** that 
the remainders in the St. Louis Trust cases were well within the reach of 
subsection (c). Mr. Justice Stone argued that the decedent had retained 
“a valuable interest in the property by which he postponed final disposition 
of it until his death,” and that the value of this interest was appropriately 
taxable. The Justice thought that his conclusion was “strengthened and 
not avoided” by the principle that subsection (c) taxes “the value of the 
interest which is shifted from donor to donee on the former’s death.” 
The subsection, he stated, “applies to any interest in gifts inter vivos 
which, by their provisions,” are intended to take effect in possession or 
enjoyment at or after death, and “such gifts are subjected to the tax as 
a death tax if they are not complete until the donor’s death.” Here the 
gifts of the remainders were “incomplete” and were so intended because 
the beneficiary’s failure to survive the donor would have returned the 
property to the latter. In its “scope and purpose” subsection (c) was 
considered similar to the statute before the Court in the Tyler case. “Both 
provisions prevent tax evasion by subjecting to the death tax, forms of 
gifts inter vivos which may be resorted to, as a substitute for a will, in 
making dispositions of property operative at death.” **° 

Mr. Justice Stone paid his respects to the Northern Trust Company 
opinion, but he also revised its lesson. According to that opinion, not only 
must the donee’s possession or enjoyment be postponed until after the 
donor’s death, but the property must also pass at death from the donor’s 
“control, possession or enjoyment.” Now if the fate of the remainder is 
postponed during the donor’s life while the income is paid to another, 
the donor is not in “control, possession or enjoyment” of the property 
at death unless these words are burdened with some abstruse connotation. 
If we have to think about something “passing,”’ before the donor’s death 
“possession or enjoyment” of the fee has departed from the donor 
without having reached the donee. The property, so to speak, is in transitu. 
The remainder interest may finally come to the donee; it may, however, 
eventually turn back to the donor.” Mr. Justice Stone’s interpretation of 
his Northern Trust Company opinion would have us conclude that an 
interest “passing” at death includes an interest given away during life 
if the donee’s possession or enjoyment of the interest is postponed until 


225 See note 213 supra. 

226 296 U.S. at 46-47. 

227 See Sternhagen, J., in Union Guardian Trust Co., 26 B.T.A. 1321, 1323 (1932), 
modified on other issues sub nom. Dort v. Helvering, 69 dies 836 (App. D. C. 1934), 
cert. denied, 293 U.S. 569 (1934). 
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after the donor’s death and there is lingering uncertainty meanwhile 
whether the donor or the donee will obtain possession or enjoyment.*”* 

From this point of view subsection (c) in a St. Louis Trust type of 
case is akin to the provision which taxes property held by the entirety. 
The donee-tenant must survive the donor-tenant to possess and enjoy the 
fee as sole owner, and if the donee dies first the property belongs again to 
the donor. Under a St. Louis Trust arrangement the risks attendant 
upon death are similar. In both instances the gifts to the donees are con- 
sequently “incomplete” before death and “operative at death.” Unlike 
Mr. Justice Sutherland, Mr. Justice Stone was unwilling to distinguish 
between the Tyler and St. Louis Trust cases. But in relying on the Tyler 
case, Mr. Justice Stone was inconsistent with himself. In Heiner v. 
Donnan he had claimed that in the Tyler case neither “possession’”’ nor 
“enjoyment” had “passed” at the donor’s death. On the other hand, the 
Justice’s inconsistency also enabled him to be consistent with himself 
because he had indicated the contrary in the Northern Trust Company 
opinion.” 

Mr. Justice Stone’s opinion in the St. Louis Trust cases seemed to hint 
that he was no longer satisfied with the principle which requires property 
to “pass” or “shift”? at death.**° Displeasure need not provoke a frontal 
attack; a principle may be so characterized as to appear a friend instead 
of a foe. Whatever dissatisfaction there may have been was appeased by 
constructing the principle anew : 

Having in mind the purpose of the statute and the breadth of its language 
it would seem to be of no consequence what particular conveyancers’ device— 
what particular string—the decedent selected to hold in suspense the ultimate 
disposition of his property until the moment of his death. In determining 
whether a taxable transfer becomes complete only at death we look to sub- 
stance, not to form. . . . However we label the device it is but a means by 
which the gift is rendered incomplete until the donor’s death. The extent to 
which it is incomplete marks the extent of the ‘interest’ passing at death, 
which the statute taxes.?** 


Mr. Justice Stone succeeded in preserving some rule that an interest, not 
transferred in contemplation of death, must “pass” at the donor’s death. 
Under this rule subsection (c) taxes “incomplete” gifts; a gift is “incom- 
plete” if a “string” retained by the donor suspends the “ultimate disposi- 


228 Strictly speaking, Mr. Justice Stone’s dissent is not reconcilable with the result 
in the Northern Trust Company case. There the donor seems to have retained a reverter 
by operation of law. The Government, however, had not relied on reverters. One can 
never be too sure as to what may be important some day. See Paut, SUPPLEMENT TO 
FEDERAL Estate AND Girt TAXATION 156 (1946). 

229 See this Part, supra. 
230 See 296 U.S. at 46. 
281 Jd. at 47. 
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tion of his property” until he dies; and the extent of completion through 
death represents the extent of his interest which then “passes” and is 
taxed. In this view the vested or contingent character of the remainder 
is necessarily unimportant.* 

But what of May v. Heiner if we are to concentrate upon “the purpose 
of the statute and the breadth of its language,” and if it makes no differ- 
ence “what particular string” the decedent chose “to hold in suspense the 
ultimate disposition of his property until the moment of his death”? Why 
then the substantial difference between a life estate and a reversionary 
interest, especially if the life estate is enjoyed until death and the rever- 
sionary interest is not? Mr. Justice Stone did not mention May v. Heiner 
although the majority had invoked its authority and properly so. If the 
Justice’s opinion is to be reconciled with May v. Heiner, there is one 
possible distinction. In the St. Louis Trust cases it was uncertain until 
the donor’s death whether the remainder interest would finally pass into 
the possession or enjoyment of the donor or donee. In May v. Heiner 
there was no such uncertainty.*** Perhaps this distinction might derive 
some comfort from Mr. Justice Stone’s statement that subsection (c) 
fastens on gifts which “are not complete until the donor’s death.” But 
the distinction would ignore his assertion that subsection (c) prevents 
“tax evasion by subjecting to the death tax, forms of gifts inter vivos 
which may be resorted to, as a substitute for a will, in making dispositions 
of property operative at death.” As we have already had occasion to note, 
“an ingenious mind may devise other means of avoiding an inheritance 
tax, but the one commonly used is a transfer with reservation of a life 
estate.” *** 

The price of any reconciliation between May v. Heiner and the dissent- 
ing opinion in the St. Louis Trust cases is that Mr. Justice Stone’s ex- 
pansive language is largely wasted. The Justice considered an “incom- 
plete” gift synonymous with a gift held “in suspense.” A state of sus- 


232 Mr. Justice Stone did not mention his acquiescence in McCormick v. Burnet, 
283 U.S. 784 (1931), reversing 43 F.2d 277 (C.C.A.7th 1930). Here the Supreme Court 
refused to approve the very view now taken by Mr. Justice Stone. See Brief for the 
Respondent, p. 14; and this Part, supra. Cf. the Justice’s opinion in Saltonstall v. 
Saltonstall, 276 U.S. 260, 271 (1928). 

233 Cf. Sargent v. White, 50 F.2d 410, 411 (C.C.A.1st 1931); Industrial Trust Co. v. 
United States, 9 F. Supp. 817, 824 (Ct. Cl. 1935), rev'd, 296 U.S. 220 (1935). The 
Tax Court applied May v. Heiner even where the donor reserved the power to appoint 
the income after her death. Charles H. W. Foster, 26 B.T.A. 708 (1932), aff'd, C.C.A.1st 
March 20, 1933. The value of the appointive income interest should have been taxed 
under what is now section 811(d). A similar error occurred in Waldemar R. Helmholz, 
28 B.T.A. 165 (1933), aff'd, 75 F.2d 245 (App. D. C. 1934), aff’d, 296 U.S. 93 (1935). 
See Paut, SUPPLEMENT TO FEDERAL EsTATE AND Girt Taxation § 7.09 (1946). 

284 Matter of Keeney, 194 N.Y. 281, 287, 87 N.E. 428, 429 (1909), aff’d, 222 U.S. 525 
(1912). See this Part, supra. 5 
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pense suggests not only a condition of uncertainty, awaiting resolution, 
but any postponement or delay apart from uncertainty. But if “suspense” 
means only “uncertainty,” May v. Heiner is still uncomfortable beside 
Mr. Justice Stone’s revised view of subsection (c). A reserved life estate 
may easily render uncertain the ultimate taker of the remainder though 
the remainder is not defeasible in favor of the donor. In illustration of 
the obvious, a donor may reserve a life estate and grant the remainder to 4 
if he survives the donor, or in the alternative to B if he survives the donor, 
or, finally, to charity if both these donees predecease the donor.”* We may 
proceed further to state that Mr. Justice Stone had weakened his Northern 
Trust Company opinion even as reinterpreted by him. The uncertainty be- 
setting our hypothetical remaindermen is unaffected if the income is not re- 
tained by the donor but given to others during his lifetime. The donor’s life 
may then be regarded as “the string” or “conveyancers’ device” which holds 
“in suspense the ultimate disposition of his property until the moment 
of his death.” This conclusion is avoided if the meaning of “string” or 
“conveyancers’ deviee’”’ is confined to some beneficial interest or control 
retained by the donor. But under Mr. Justice Stone’s altered interpreta- 
tion of subsection (c) the taxable value is not the value of the “string” 
but the value of the interest which is in a state of “suspense” until the 
donor dies. If so, is it really wise or necessary to insist that the retained 
“string” be an interest or control in the donor ? **° 


V. THe Same Susjyect WITHOUT JUDICIAL SABOTAGE 


The Supreme Court changed and subsection (c) also changed. Newly 
arrived Justices did not appreciate the wisdom of Justices who had de- 
parted. The St. Louis Trust decisions* were overruled in the Hallock 
opinion,’ which refused to distinguish between a gift of a contingent re- 
mainder and a gift of a vested remainder subject to divestment. Mr. Justice 
Roberts argued in vain that the decisions ought to survive until Congress 


235 See May v. Heiner, 25 F.2d 1004, 1006 (W. D. Pa. 1928), aff'd, 32 F.2d 1017 
(C.C.A.3d 1929), rev'd, 281 U.S. 238 (1930). Cf. Rottschaefer, Taxation of Transfers 
Intended to Take Effect in Possession or Enjoyment at Grantor’s Death, 14 Minn, L. 
Rev. 453, 483-84 (1930). 

236 See the further discussion of the same question in Part V. 

1 Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935); Becker v. St. Louis 
Union Trust Co., 296 U.S. 48 (1935). For a critical appraisal of the case law at the 
date of the overruling, see Harsch and Kaminoff, Transfers Intended to Take Effect in 
Possession or Enjoyment At or After Transferor’s Death Under the Federal Estate 
Tax, 15 Wash. L. Rev. 19, 31 et seg. (1940). 

2 Helvering v. Hallock, 309 U.S. 106 (1940). The Hallock decision was anticipated 
in Union Guardian Trust Co., 26 B.T.A. 1321 (1932), modified on other issues sub nom. 
Dort v. Helvering, 69 F.2d 836 (App. D. C. 1934), cert. denied, 293 U.S. 569 (1934). 
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itself imposed a death sentence.* Mr. Justice Frankfurter, writing on 
behalf of himself and five other Justices, saw no need for further delay: 


Essentially the same interests, judged from the point of view of wealth, will 
be taxable or not, depending upon elusive and subtle casuistries which may 
have their historic justification but possess no relevance for tax purposes. 
These unwitty diversities of the law of property derive from medieval con- 
cepts as to the necessity of a continuous seisin. Distinctions which originated 
under a feudal economy when land dominated social relations are peculiarly 
irrelevant in the application of tax measures now so largely directed toward 
intangible wealth. 


The distinctions were unworkable as well as irrelevant. “The law of 
contingent and vested remainders is full of casuistries.” One court may 
construe a grant as creating a vested remainder, while another, if not the 
same, court may construe a similar grant as creating a contingent re- 
mainder. A rational estate tax law is incompatible with a continuing 
“essay in linguistic refinement” from one deed to another.* 

The distinction made by Mr. Justice Sutherland could not be rejected 
without slighting the principles in which the distinction was embedded. 
Mr. Justice Roberts rightly emphasized that within those principles, 
originating before the St. Louis Trust cases, the distinction was “one 
of substance, not merely of terminology, and not dependent on the niceties 
of conveyancing or recondite doctrines of ancient property law.” ° Mr. 
Justice Frankfurter agreed that the differences within the Court turned 
on a conflict in principle. The “real problem,” he stated, was whether the 
Court should “adhere to a harmonizing principle in the construction” of 
subsection (c) or continue to “multiply gossamer distinctions.’ He im- 
mediately gave the answer: “Freed from the distinctions introduced by 
the St. Louis Trust cases, the Klein case ® furnishes such a harmonizing 
principle.” The Justice and his concurring brethren rejected “as unten- 
able the diversities taken in the St. Louis Trust cases in applying the Klein 
doctrine—untenable because they drastically eat into the principle which 
those cases professed to accept and to which we adhere.” * Mr. Justice 


8 309 U.S. at 122. He was joined by Mr. Justice McReynolds. Chief Justice Hughes 
concurred in the result on the ground that the trusts fell within the Klein case and not 
the St. Louis Trust cases. The Chief Justice made no attempt to amplify his reasons. 

47d. at 117-18. “Perhaps no question can arise in the course of legal inquiries more 
doubtful in its nature, or less referable to fixed and certain rules and principles, than 
whether the records of a devise or bequest constitute a vested or contingent remainder.” 
Shattuck v. Stedman, 2 Pick. 468, 469 (Mass. 1822). 

5 309 U.S. at 123. Cf. Van Vranken v. Helvering, 115 F.2d 709, 710 (C.C.A.2d 1940), 
cert. denied, 313 U.S. 585 (1941) ; Note, 49 Harv. L. Rev. 462, 463 (1936). 

6 Klein v. United States, 283 U.S. 231 (1931). See Part IV. 

7 309 U.S. at 118, 122. Mr. Justice Roberts’ opinion restates the principles that some- 
thing must “pass” at death and that nothing “passes” unless title then shifts from donor 
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Stone’s dissenting opinion in the St. Louis Trust cases was approved as a 
correct exposition of the Klein principle, although Mr. Justice Stone had 
not contended that the majority in those cases had been unfaithful to the 
principle.® 

What is the content of the Klein principle, as expounded by Mr. Justice 
Frankfurter nine years later? We are given the answer in a number 
of statements made by the Justice.® At the outset he puts to one side ques- 
tions that arise under provisions other than subsection (c)—provisions 
“relating to transfers taking place at death.” *® Subsection (c) is said 
to deal with “property not technically passing at death, but with interests 
theretofore created. The taxable event is a transfer inter vivos. But the 
measure of the tax is the value of the transferred property at the time 
when death brings it into enjoyment.” ** Whether by accident or design, 
these prefatory observations evince little respect for the past. In the 
Northern Trust Company opinion” the taxable event was the donor’s 
relinquishment through death of his power of revocation. In Mr. Justice 
Frankfurter’s opinion the taxable event is the inter vivos disposition. 
Moreover, while the Northern Trust Company opinion elaborated upon 
a required “passing” at death, Mr. Justice Frankfurter’s opinion displays 
no interest in the subject.** The Justice was probably unaware of his lack 
of deference. 


to donee. In the process the Justice confuses subsection (c) with subsection (a). In 
addition to arguing that the St. Louis Trust decisions were sound precedents, the Jus- 
tice invoked the doctrine of stare decisis and a so-called Congressional re-enactment of 
the Treasury regulations which had obediently conformed to the St. Louis Trust cases. 
Of course, Mr. Justice Frankfurter was unconvinced by Mr. Justice Roberts’ invocation. 
Compare, however, Mahnich v. Southern S. S. Co., 321 U.S. 96 (1944), in which both 
Justices sorrowed together over the failure to respect precedent. 

8 For a further consideration of Mr. Justice Frankfurter’s distortions in the same con- 
nection, see Part IV. 

® See further PAUL, SUPPLEMENT TO FEDERAL EsTATE AND Girt TAXATION 194 (1946) ; 
Eisenstein, The Hallock Problem: A Case Study in Administration, 58 Harv. L. Rev. 
1141, 1158 (1945), and The Hallock Problem in a Nutshell, NEw York UNIVERSITY 
Fourth ANNUAL INSTITUTE ON FEDERAL TAXATION 205, 208 (1946). 

10 Mr. Justice Frankfurter does not identify the other provisions which are said to 
require a “transfer” at death. 

11 309 U.S. at 111. 

12 Reinecke v. Northern Trust Co., 278 U.S. 339 (1929). See Parts II and IV. 

18 Tf the inter vivos transfer is the “taxable event,” an estate tax upon a Hallock trust 
created before 1916 is “retroactive.” An estate tax should not necessarily be void because 
retroactive. See Part IV. However, the courts have solved the problem by finding 
another “event” at death—the “shifting of economic benefit.’ Flanders vy. Comm’r, 
111 F.2d 117 (C.C.A.2d 1940); Estate of Harold I. Pratt, 5 T.C. 881 (1945), aff'd 
156 F.2d 235 (C.C.A.2d 1946), cert. denied, 329 U.S. 765 (1946). “Events” come and go, 
depending upon the occasion. 
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Having generalized on the nature of subsection (c), his opinion moves 
on to an explanation of the Klein case: 


The inescapable rationale of this decision, rendered by a unanimous Court, 
was that the statute taxes not merely those interests which are deemed to 
pass at death according to refined technicalities of the law of property. It 
also taxes inter vivos transfers that are too much akin to testamentary dis- 
positions not to be subjected to the same excise. By bringing into the gross 
estate at his death that which the settlor gave contingently upon it, this Court 
fastened on the vital factor. It refused to subordinate the plain purposes of 
a modern fiscal measure to the wholly unrelated origins of the recondite 
learning of the ancient property law. 


The Klein principle should have been applied to the St. Louis Trust cases, 
for there as in the Klein case the donor’s death established a “final and 
complete dominion” in each donee whose interest hinged upon the earlier 
death of the donor.** 

Mr. Justice Frankfurter’s refusal to distinguish between the Klein and 
St. Louis Trust cases seems so appropriate that it is unpleasant to observe 
that his version of the Klein opinion was not “inescapable.” ** Ultimately, 
however, the important thing is not what the Court once held, but what 
the Court thinks it once held. Under Mr. Justice Frankfurter’s version of 
the Klein decision a gift falls within subsection (c) if the donee’s posses- 
sion or enjoyment of his gift depends upon the donor’s death and the 
donee’s failure to survive the donor would return the gift to him. Since Mr. 
Justice Frankfurter endorsed Mr. Justice Stone’s dissenting opinion in 
the St. Louis Trust cases, Helvering v. Hallock strengthened the doubts 
which Mr. Justice Stone had cast upon the wisdom of Reinecke v. North- 
ern Trust Company and May v. Heiner.*® Mr. Justice Frankfurter did 
not mention the Northern Trust Company decision despite Mr. Justice 
Roberts’ belief that the Court was abandoning its principle.** But a foot- 
note by Mr. Justice Frankfurter indicated that to some extent May v. 
Heiner and the St. Louis Trust cases were birds of a feather.** 

The Hallock opinion is commonly regarded as a reiteration of Mr. 
Justice Stone’s prior minority sentiments. Yet differences in emphasis, 
approach and feel for earlier doctrine are unmistakable. Mr. Justice Stone 
sought to vindicate his conclusions in the light of precedent; Mr. Justice 
Frankfurter was unconcerned with precedent except for the Klein case. 
The former carefully sought to link his views with the principle that 
subsection (c) taxes only interests which “pass” or “shift” from the 


14 309 U.S. at 111-14. 

15 See Part IV. 

16 281 U.S. 238 (1930). 
17 See 309 U.S. at 125-26. 
18 Jd. at 120, n. 7. 
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donor at death. The latter did not bother about the principle.** Mr. Justice 
Roberts justifiably charged that Helvering v. Hallock and May v. Heiner 
were fundamentally incompatible.*” Two seemingly irreconcilable opinions 
may be made to get along if the Court believes the cool friendship worth 
while. If asked to overrule May v. Heiner, the Court might supply the 
dismal distinction which we noted earlier.“ In May v. Heiner the re- 
mainderman’s possession and enjoyment were postponed until the donor 
died, but the gift of the remainder was not contingent in the sense that 
the donee’s death would have restored the interest to the donor, if living.” 
This reply may be justly accused of evasion, but probably only evasion 
can defend the evasion in May v. Heiner.” 

The Hallock decision left a few questions for another day. One was 
whether the decision applied no matter how remote the donor’s chances 
of regaining the property through the prior death of one or more donees.™ 
In the Klein case the realization of the reverter hinged on the prior death 
of the donor’s wife; in the St. Louis Trust cases on the earlier death of the 
donor’s daughter; and in the Hallock case on the prior demise of the 
donor’s wife. It is not unusual for a reverter to depend upon the prior 
death of grandchildren or some other event which in the normal course 
of events will almost certainly fail to occur despite “the general uncer- 
tainty that attends human affairs.” **° Another question involved the 
precise relationship between May v. Heiner and Helvering v. Hallock if 
a trust combined elements of both cases. A trust might reserve the income 
to the donor for life, provide for the distribution of the corpus to his 
surviving children, and require the return of corpus to the donor if all 


19 Even the portion of Mr. Justice Stone’s opinion which is selected for quotation does 
not specifically refer to a “passing” or “shifting.” Jd. at 114. 

20 See id. at 126. Cf. Frankfurter, J., id. at 120, n. 7: “... it may be urged with 
considerable plausibility that in 1931 Congress had in principle already rejected the 
general attitude underlying the St. Louis Trust cases, as illustrated by the fact that in 
those cases the majority, in part at least, relied upon the Congressionally discarded 
May v. Heiner doctrine.” For a consideration of the question whether Helvering v. 
Hallock has disposed of May v. Heiner, see Paut, FEDERAL EstaTE AND Girt TAXATION 
§ 7.15 (1942), and SuppLeMENT TO FEDERAL EstaATE AND Girt TAXATION § 7.15 (1946) ; 
49 Yate L. J. 1117, 1122 (1940). The Government has been reluctant to bring the ques- 
tion to the Supreme Court. Under the present regulations May v. Heiner is still respected. 
See Reg. 105, Sec. 81.17, as amended by T.D. 5512, 1946-1 Cum. Butt. 264, and Sec. 
81.18. 

21 See Part IV. 

22 But cf. Lillian M. Wheeler, 20 B.T.A. 695, 701-02 (1930); Nanaline H. Duke, 
23 B.T.A. 1104, 1113 (1931), aff'd, 62 F.2d 1057 (C.C.A.3d 1933), aff'd, 290 U.S. 591 
(1933). 

23 Cf. this Part, infra. 

24 See 1 Paut, FeperAL Estate AND Girt TAXATION § 7.28 (1942). 
25 Cf. Ithaca Trust Co. v. United States, 279 U.S. 151, 155 (1929). 
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his children predeceased him.”* Both questions were eventually answered 
by the Supreme Court in Fidelity-Philadelphia Trust Company v. Roth- 
ensies,"" Commissioner v. Estate of Field ** and Goldstone v. United 
States.” 

In the first of these cases the donor had created a trust reserving the 
income to herself for life. After her death the income was to be paid in 
equal shares to her two daughters. Upon the death of a daughter one-half 
of the trust corpus was to be paid to the daughter’s surviving descendants 
or, in the absence of such descendants, to be disposed of as a share of the 
trust for the other daughter. If both daughters failed to leave descendants 
surviving, the property was to pass as the donor might appoint by will 
or, in default of appointment, to specified charities.*° The Court con- 


26 Another question was whether a transfer was taxable if the donor’s reversionary 
interest, dependent upon the failure of all designated takers, was retained by operation 
of law rather than explicit reservation. This question is now awaiting decision in the 
Supreme Court. See Comm’r v. Church’s Estate, 161 F.2d 11 (C.C.A.3d 1947), cert. 
granted, 331 U.S. 803 (1947); Comm’r v. Spiegel’s Estate, 159 F.2d 257 (C.C.A.6th 
1947), cert. granted, 331 U.S. 798 (1947). If a reverter is significant in:the tax equation, 
as it should not be, no distinction should be drawn between a reverter which is expressly 
reserved and a reverter which is retained by operation of law. In either case the conse- 
quences of death are the same if the trust provisions are otherwise the same. See PAut, 
SUPPLEMENT TO FEDERAL EstATE AND Girt TAXATION 196 (1946). A distinction need 
not be wise in order to be attractive to the Court. Conceivably the Court might decide 
that a transfer subject to a reverter by operation of law is not “intended to take effect” 
in the manner contemplated by subsection (c) because there was no specific intention to 
retain the reverter. However, the decisions dealing with express reverters do not proceed 
on any assumption that the return of the property was regarded as a live possibility. 
Yet the Court might well endorse the asserted distinction in a desperate effort to preserve 
intact the Northern Trust Company decision. See Part IV, note 228. Cf. Central Han- 
over Bank and Trust Co. v. United States, 58 F. Supp. 565 (Ct. Cl. 1945). The regula- 
tions possibly strike a subjective note in speaking of “unreal” powers and events. See 
Reg. 105, Sec. 81.17, as amended by T.D. 5512, 1946-1 Cum. Butt. 264. But the refer- 
ence relates to the postponement of possession or enjoyment until the donor’s death and 
not to the retained string. 

27 324 U.S. 108 (1945). 

28 324 U.S. 113 (1945). The Fidelity-Philadelphia and Field opinions considered what 
has been deemed a further question: the amount taxable if subsection (c) applies. See 
prior discussion in 1 Paut, FEDERAL EstaTE aND Girr TAXATION § 7.23 et seg. (1942). 

29 325 U.S. 687 (1945). For varying discussions of these cases, see PAUL, SUPPLEMENT 
To FepERAL Estate AND Girt TAXATION § 7.23 (1946); Alexander, Possibilities of 
Reacquisition and the Federal Estate Tax, 1 Tax L. Rev. 291, 295 (1946) ; Spencer, The 
Federal Estate Tax on Inter Vivos Trusts: A Common Sense Rule for Hallock Cases, 
59 Harv. L. Rev. 43, 61 (1945); Nelson, The Stinson Case, 23 Taxes 245 (1945); 
Eisenstein, The Hallock Problem: A Case Study in Administration, 58 Harv. L. Rev. 
1141, 1161 (1945), and Another Glance at the Hallock Problem, 1 Tax L. Rev. 430 (1945). 

80 It is not too clear whether the descendants of a particular daughter had to survive 
the donor as well as the daughter in order to prevent the divesting of their remainder 
interests. The Court has been confused on this matter. In the Fidelity-Philadelphia case 
it assumed that the descendants had to survive the donor. See 324 U.S. at 111. In the 
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cluded that all the interests of the donees were intended to take effect in 
possession or enjoyment following the donor’s death.** Mr. Justice 
Murphy’s opinion quoted the preliminary observations in the Hallock 
case, cited the Northern Trust Company decision in the company of “cf.,” 
and stated that subsection (c) includes “those property interests the 
ultimate possession or enjoyment of which is held in suspense until the 
moment of the grantor’s death or thereafter.” ** This language was 
probably borrowed from Mr. Justice Stone’s dissenting opinion in the 
St. Louis Trust cases, although that opinion had more specifically spoken 
of a suspension occasioned by a “string.” ** As it turned out, Mr. Justice 
Murphy also relied upon a “string” and was not attempting any funda- 
mental revision in principle. In citing the Northern Trust Company 
opinion he must have supposed that it meshed in some manner with the 
Hallock decision and Mr. Justice Stone’s minority views in the St. Louis 
Trust cases. 

Turning from the general to the particular, Mr. Justice Murphy ex- 
plained why the “ultimate disposition of all the trust property was sus- 
pended during the life of the decedent. Only at or after her death was it 
certain whether the property would be distributed under the power of 
appointment or as provided in the trust instrument. The life estates of 
the daughters were contingent upon their surviving their mother and took 
effect in enjoyment only at the death of the latter. The remainder interests 
of the descendants of the daughters were contingent upon their surviving 
both the decedent and the daughters and took effect in possession only after 
the death of the decedent. Thus until the moment of her death or until an 
undetermined time thereafter the decedent held a string or contingent 
power of appointment over the total corpus of the trust. The retention of 
such a string, which might have resulted in altering completely the plans 
contemplated by the trust instrument for the transmission of decedent’s 
property, subjected the value of the entire corpus to estate tax liability.” ** 
In brief, the Court held that “the ultimate possession or enjoyment” of each 
donee’s interest was “held in suspense” through a combination of two 
factors. First, each donee had to survive the donor to possess or enjoy 


Goldstone case it stated the contrary. See 325 U.S. at 693, n. 3. See discussion in Eisen- 
stein, The Hallock Problem: A Case Study in Administration, 58 Harv. L. Rev. 1141, 
1177-78 (1945). 

81 The Third Circuit had taxed the value of all the interests. 142 F.2d 838 (C.C.A.3d 
1944). In granting certiorari the Supreme Court agreed to consider the extent of taxa- 
bility but refused to consider the applicability of the Hallock principle. In deciding the 
case the Court found that it could not conveniently do what it had been willing to do 
without doing what it had been unwilling to do. 

82 324 U.S. at 111. 

88 See 296 U.S. at 47. 

84 324 U.S. at 111. 











1948] ESTATE TAXES AND HIGHER LEARNING OF SUPREME, COURT 477 


his interest. Second, if the donee failed to survive as required, the interest 
might be reappointed by the donor. Since the first factor alone effectively 
postponed each donee’s possession or enjoyment until after the donor’s 
death, the Court must have thought that a postponement was not enough. 
In assuming that more was required, the Court unwittingly demonstrated 
that more should not be required. 

The taxpayer had denied liability because of the unlikelihood that the 
donor’s power would ever come into play. Mr. Justice Murphy answered 
that probabilities and possibilities have nothing to do with the case. “It is 
fruitless to speculate on the probabilities of the property being distributed 
under the contingent power of appointment. Indeed, such speculation is 
irrelevant to the measurement of estate tax liability.” The application of 
the tax, he emphasized, does not depend on “elusive and subtle casuistries” 
and the measurement of liability is no less independent of “conjectures as 
to the propinquity or certainty of the decedent’s reversionary interests. 
It is enough if he retains some contingent interest in the property delaying 
until then the ripening of full dominion over the property by the bene- 
ficiaries. The value of the property subject to the contingency, rather than 
the actuarial or theoretical value of the possibility of the occurrence of the 
contingency, is the measure of the tax.” * 

Mr. Justice Murphy’s analysis warmly embraces one “elusive and 
subtle’”’ casuistry while coldly resisting seduction by another. If the 
propinquity or remoteness of the decedent’s power is completely irrelevant, 
why is that power or some similar “string” at all necessary before estate 
tax is rightfully due? ** The Court concedes that liability is not predicated 
upon a live possibility that the given interest will return to the giver. 
Furthermore, if the beneficiary must survive the donor to obtain “full 
dominion” over his interest, the delay in dominion is attributable to the 
need to survive and not to the reversionary interest.** In so far as the 
donee is concerned, it is immaterial whether his prior death will divert 
the interest to another donee or to the donor himself. In the end the only 
reason which can be offered for gearing liability to a retained reversionary 


85 Jd. at 112. Prior to the Fidelity-Philadelphia decision it had been hoped that only 
the value of the reverter at death would be taxable. Yet the Hallock decision had clearly 
indicated that the tax is imposed, not on the string, but on the gift falling into posession 
or enjoyment following the donor’s demise. Cf. Comm’r vy. Washer, 127 F.2d 446 
(C.C.A.6th 1942), cert. denied, 317 U.S. 653 (1942) ; Liebmann v. Hassett, 148 F.2d 247 
(C.C.A.1st 1945). See further Surrey and Aronson, Inter Vivos Transfers and the 
Federal Estate Tax, 32 Cor, L. Rev. 1332, 1336 (1932) ; and note 59 infra. 

36 Compare discussion in Part IV of Mr. Justice Stone’s dissenting opinion in the 
St. Louis Trust cases. 

87 See Estate of Madison, 26 Cal.2d 453, 460, 159 P.2d 630, 634 (1945); Note, 34 Ini. 
L. Rev. 867, 869 (1940). Cf. Roberts, J., dissenting in Coolidge v. Long, 282 U.S. 582, 
609 (1931). . 
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interest or another “string” is that an enlightened estate tax should rest 
on a transmission or “passing”’ from donor to donee at the former’s death. 
But one must be inordinately fond of fictions to believe that property 
“passes” when a shadowy reverter disappears at death.** Certainly the 
Northern Trust Company opinion does not insist upon so much affection. 
The melancholy truth is that the Court had plunged into a new bog of 
“attenuated subtleties” without being invited to do so by any statute. 

These subtleties appeared in the companion case of Commissioner v. 
Estate of Field. Here also the decedent had reserved a life estate, to be 
followed by various successor interests. The term of the trust was mea- 
sured by the lives of his two nieces. If both nieces predeceased him, the 
trust was to end and the property was to return. Again the Court held 
that the value of the entire property was taxable under the Hallock 
decision. For “until decedent’s death it was uncertain whether any of the 
corpus would pass to the beneficiaries or whether it would revert to the 
decedent. Decedent retaining a string attached to all the property until 
death severed it, the entire corpus was swept into the gross estate and was 
taxable accordingly.” The taxable sum was not “the value of the rever- 
sionary interest of the decedent at the time of his death” but the value at 
that time of “the property to which that reversionary interest relates. It 
makes no difference how vested may be the remainder interests in the cor- 
pus or how remote or uncertain may be the decedent’s reversionary in- 
terest. If the corpus does not shed the possibility of reversion until at or 
after the decedent’s death, the value of the entire corpus on the date of 
death is taxable.” *® As in the Fidelity-Philadelphia case, we are not in- 
formed why a “string” is important if the “string” is not responsible for 
the delay in the donee’s possession or enjoyment. However, Mr. Justice 
Murphy was in an unfortunate predicament not of his own choosing. He 
had to emphasize the reverter if he was to skirt May v. Heiner.*° 

At present, then, May v. Heiner is still an authoritative gloss upon sub- 
section (c), and Helvering v. Hallock is also an authoritative gloss upon 
the same provision. May v. Heiner does not apply to a gift following the 
donor’s life estate if the given interest may return to the donor or be 
disposed of anew by him in the event all eligible takers of the interest 





88 See Estate of Madison, 26 Cal.2d 453, 459, 159 P.2d 630, 634 (1945); Eisenstein, 
Another Glance at the Hallock Problem, 1 Tax L. Rev. 430, 438 (1946). 

89 324 U.S. at 116. 

40 Mr. Justice Douglas was not pleased with Mr. Justice Murphy’s opinions. See 324 
U.S at 112, 116. While concurring in the result, the former seems to have thought that 
the latter was impugning the authority of May v. Heiner. However, the former, like 
the latter, distinguished May v. Heiner on the basis of the reversionary interest. Mr. Jus- 
tice Douglas might have been more helpful if he had indicated which portion of the 
majority’s opinion prompted him to write a separate opinion. 
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predecease him.** To be more precise about the situation, the donor’s life 
estate is legally irrelevant. In view of Mr. Justice Murphy’s reasoning 
the property is equally taxable if another person enjoys the income until 
the donor’s death. A reserved life estate is merely a means whereby donees 
are required to survive the donor before obtaining possession or enjoy- 
ment. It may seem silly to ignore a substantial life estate and to con- 
centrate upon some meager reverter. But as long as May v. Heiner re- 
mains a respectable authority, we should not be surprised if the Court 
continues “to grasp at a shadow while the substance escapes.” ** The life 
of the law is not always responsive to reason, let alone experience. 

The Supreme Court’s continued concern with shadows is further illus- 
trated by Goldstone v. United States. The decedent had purchased a com- 
bination of annuity and so-called life insurance, which for purposes of the 
estate tax was not life insurance because the cost of the combination 
neutralized the customary insurance risk.** After his death proceeds 
approximating $25,000 were to be paid to his wife or, if he survived her, 
to his two daughters. If all three beneficiaries predeceased him, the pro- 
ceeds were payable to his estate. During the decedent’s lifetime the wife 
possessed incidents of ownership over both contracts so that she could 
freely assign them, borrow upon them, obtain their cash surrender value, 
and change the beneficiaries. If the wife predeceased the husband, all 
these incidents were to pass to him. At the date of his death the cash sur- 
render value was about $20,000.** The Court subjected the entire pro- 
ceeds to tax. Mr. Justice Roberts and Mr. Justice Douglas disagreed. 

Mr. Justice Murphy, reasoning again for the Court, indulged at first 
in a slight exaggeration. Subsection (c), the Justice declared, taxes “all 
inter vivos transfers which may be resorted to, as a substitute for a will, 
in making dispositions of property operative at death.” *° This statement 
took too much for granted. A gift of a remainder, following a retained 
life estate, is not yet considered a gift intended to take effect in possession 
or enjoyment at the donor’s death. The Justice then reiterated that sub- 
section (c) embraces “‘all property the ultimate possession or enjoyment 
of which is held in suspense until the moment of the decedent’s death or 
thereafter.” In addition, the Justice stated, “testamentary dispositions of 


#1 The Second Circuit has balked at applying the Hallock decision in the case of a 
reserved life estate plus a “remote contingent power to appoint among members of a 
very restricted class—his children by marriages subsequent to his second.” Comm’r v. 
Singer’s Estate, 161 F.2d 15 (C.C.A.2d 1947). 

42 Cf. Bullen v. Wisconsin, 240 U.S. 625, 630 (1916). 

43 See Helvering v. Le Gierse, 312 U.S. 531 (1941) ; Estate of Keller v. Comm’r, 312 
U.S. 543 (1941); 1 Paut, Feperat Estate anp Girt Taxation § 10.09 (1942). 

44 See Brief for Respondent, p. 10. 

45 325 U.S. at 690-91. 
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an inter vivos nature” cannot be successfully obscured by “legal niceties.” 
Although the decedent had relinquished “most of the usual attributes of 
ownership over the contracts,” the fact remained that he effected a transfer 
of about $25,000. It was equally clear, Mr. Justice Murphy declared, that 
“this inter vivos transfer possessed all the indicia of a testamentary dis- 
position. There was, in other words, a ‘transfer of property procured 
through expenditures by the decedent, with the purpose, effected at his 
death, of having it pass to another.’” ** Until this point Mr. Justice 
Murphy seemed to enunciate a novel proposition: subsection (c) taxes 
all testamentary dispositions of property operative at death and a transfer 
has all the indicia of such a disposition if the property finally passes into 
possession or enjoyment upon the donor’s death. Mr. Justice Murphy’s 
preliminary generalizations were conspicuous for two omissions. They 
did not refer to lingering strings, and they did not confine subsection (c) 
to instances where the donor continues to “possess,” “enjoy” or “control” 
the property until his death. In the following paragraphs, however, the 
Justice returned anew to the familiar theme of strings and reverters. 
Although the wife received about $25,000 through her husband’s death, 
prior to that event about $20,000 were hers for the asking. Hence the 
major portion of the proceeds had not been held in suspense until his death 
in the sense that it was beyond her grasp before he died. But Mr. Justice 
Murphy thought that the necessary suspension had occurred because 
the decedent’s reversionary interest had left the fate of the proceeds, as 
between decedent and beneficiaries, uncertain until his demise. “His death 
was the decisive fact that terminated all of his potential rights and insured 
the complete ripening of the wife’s interests.” This conclusion was deemed 
unmarred by the wife’s unrestricted power to destroy the reverter. Since 
the wife had failed to exercise her power of destruction, the reverter had 
continued to be “real and significant.”” The wife’s power to destroy only 
added to the remoteness of the reverter, which until the husband’s death 
delayed “the determination of the ultimate possession or enjoyment of the 
property.” ** If we pay respect to what is often called substance as dis- 
tinguished from form, Mr. Justice Murphy’s opinion may be appropriately 
charged with a painstaking predilection for “legal niceties.” During her 
husband’s life the wife had obtained sole legal dominion “* at least to the 


46 Jd. at 691. Mr. Justice Murphy’s quotation was from Chase National Bank v. United 
States, 278 U.S. 327, 337 (1929). See Part VII. 

47 325 U.S. at 692. Cf. Estate of Madison, 26 Cal.2d 453, 159 P.2d 630 (1945). 

48 Cf. Roberts, J., dissenting in 325 U.S. at 694. Mr. Justice Douglas joined in the 
dissent. See Eisenstein, The Hallock Problem: A Case Study in Administration, 58 Harv. 
L. Rev. 1141, 1173, 1176 (1945). It does not follow, as a matter of policy, that such 
arrangements should be free from estate tax. See this Part, infra, as regards powers 
vested in persons other than the transferor; and compare the discussion of the premium 
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extent of the cash surrender value of the contracts at the date of his death. 
Mr. Justice Murphy dismissed this dominion as inconsequential because 
he was more interested in something else: the continuing uncertainty dur- 
ing the decedent’s life whether the proceeds would finally pass to the named 
beneficiaries or pass under the decedent’s retained power of disposition. 
The Justice and his concurring brethren thought that if this state of doubt 
continues until the donor’s death, it is immaterial that the donee might 
have resolved the doubt by eliminating the donor’s “string.” *° 

The Court is still groping for principles in its usual piecemeal manner. 
“New understanding comes typically as a scattered qualification of the 
existing ways of thinking. Scattered and occasional, not sustained or 
consistent.” °° As of the present the Court has been content to overrule 
only the St. Louis Trust cases. Incongruities are inevitable unless the 
Court decides to be more thorough. The past which culminated in those 
cases was represented by closely integrated rules and attitudes. The old is 
still with us though a part has disappeared, and old and new cannot get 
along as they should. The attitudes of the past evolved the rule that a gift 
which is to materialize in possession or enjoyment upon the donor’s death 
is not taxable if he lacks “control,” “possession” and “enjoyment” of the 
property when death occurs.** The attitudes of the present ignore this 
rule when the donor retains the flimsiest reversionary interest, dependent 
upon the wholesale disappearance of a good many eligible donees.” It 
was once announced that property is not taxable if the donor reserves the 
income from the property until he dies.** It is now announced that prop- 
erty is taxable if the donor also reserves a tenuous reversionary interest, 
hinging upon the failure of all successor takers.°* We have yet to learn 


payment test in Part VII. The criticisms are directed to Mr. Justice Murphy’s inter- 
pretation of a statute dealing with postponed possession or enjoyment. 

49 See 325 U.S. at 692-693. 

50 Llewellyn, The Constitution as an Institution, 34 Cot. L. Rev. 1 (1934). 

51 See Part IV. 

52 Compare Slifka v. Johnson, 161 F.2d 467, 468 (C.C.A.2d 1947), cert. denied, 68 Sup. 
Ct. 57 (1947). The present regulations assume that if the finally designated donees 
are the decedent’s next of kin, there is no retained reverter. Reg. 105, Sec. 81.17, 
Example 6, as amended by T.D. 5512, 1946-1 Cum. But. 264. The assumption is not 
necessarily correct. See Paut, SUPPLEMENT TO FEDERAL ESTATE AND Girt TAXATION 
188-89, 201 (1946). Cf. Comm’r vy. Hall’s Estate, 153 F.2d 172 (C.C.A.2d 1946). 

58 See Part IV. 

54 This distinction was practically predicted in Comm’r v. Northern Trust Co., 41 F.2d 
732 (C.C.A.7th 1930), aff'd, 283 U.S. 782 (1931). Helvering v. Hallock also applies if 
there is a power in the trustee to pay over trust property to or for the donor, and the 
power is governed by an external standard, enforceable in equity. It is immaterial that 
the power is exercisable by one having a substantial adverse interest. The rationale 
is that until death the property may possibly return to the donor and death resolves the 
contingency as in the Hallock case. Blunt v. Kelly, 131 F.2d 632 (C.C.A.3d 1942); 
Chase National Bank v. Higgins, 38 F. Supp. 858 (S. D. N.Y. 1941) ; Brewer v. Hassett, 

4 
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why an insubstantial reverter should make a substantial difference if the 
donee is enabled to possess or enjoy through the donor’s death, whether or 
not there is a reverter. Subsection (c) speaks of postponed possession or 
enjoyment. It is as silent about reverters and strings as it is about vested 
and contingent remainders.’ Nevertheless the same Justices who have 
been so harshly disposed toward “ancient fictions” of property law ** and 
“niceties” of the law of conveyancing,*’ have managed to be well disposed 
toward other “unwitty diversities” which preclude “a fair and workable 
tax system.” °° These more modern diversities, unlike the old, cannot even 
claim a “historic justification” in “medieval concepts.” ** 

We are not suggesting that the Court has erred in seeking to avoid the 


32 AFTR 1630 (D. Mass. 1943) ; Pritzlaff v. Kuhl, 70 F. Supp. 972 (E. D. Wis. 1947) ; 
Estate of John J. Toeller, 6 T.C. 832 (1946) ; Estate of Virginia H. West, 9 T.C. No. 99 
(1947) ; and cases cited. See Comm’r y. Irving Trust Co., 147 F.2d 946, 949 (C.C.A.2d 
1945). Reinecke v. Northern Trust Company is distinguished as involving trusts in 
which “the interest retained by the settlor depended upon the uncontrolled decision of 
the beneficiary to relinquish his interest in favor of the settlor—a situation not materially 
different from that which would exist if the settlor had failed to make such a provision 
in the trust deed.” Blunt v. Kelly, 131 F.2d at 634. Cf. Bankers Trust Co. v. Higgins, 
136 F.2d 477 (C.C.A.2d 1943). 

55 Government lawyers became so intrigued by strings and reverters that any trust 
with a reverter became taxable to them though the donee’s possession and enjoyment were 
unrelated to the donor’s death. See Paut, SuPPLEMENT TO FEDERAL ESTATE AND GIFT 
TAXATION § 7.23 (1946) ; Eisenstein, The Hallock Problem: A Case Study in Adminis- 
tration, 58 Harv. L. Rev. 1141 (1945), and The Hallock Problem in a Nutshell, New 
York University Fourth ANNUAL INSTITUTE ON FEDERAL TAXATION 205 (1946). The 
Treasury’s recently issued regulations have admonished them to read the statute. See 
Reg. 105, Sec. 81.17, as amended by T.D. 5512, 1946-1 Cum. Buty. 264; and discussions 
in Platt, The New Hallock Regulation, 2 Tax L. Rev. .94 (1946); Nelson, The New 
Reverters Regulations, 24 Taxes 848 (1946). 

56 See United States v. Jacobs, 306 U.S. 363, 369 (1939). 

5? See Helvering v. Clifford, 309 U.S. 331, 334 (1940). 

58 Cf. Helvering v. Hallock, 309 U.S. 106, 118 (1940). We should remember that 
the Government has coaxed the Court into these new “diversities.” Cf. Frank, J., in 
Comm’r v. Hall’s Estate, 153 F.2d 172, 174 (C.C.A.2d 1946). 

59 See 309 U.S. at 118. As long as the presence or absence of liability is determined by 
the presence or absence of an insubstantial reverter or similar “string,” the Hallock 
family of decisions is vulnerable to attack. Only heroic reasoning can justify a tax on 
the basis of such irrelevancies. Cf. Surrey and Aronson, Inter Vivos Transfers and the 
Federal Estate Tax, 32 Cor. L. Rev. 1332, 1336 (1932). The American Bankers Associa- 
tion, displaying its usual interest in the welfare of the estate tax, has proposed that 
the law be amended to tax only the value of the reverter or other “string” at death. 
See Report Proposing Amendments to Federal Income, Estate, and Gift Tax Laws 7, 27 
et seq. (Jan. 1946). The Report fails to tell us why the estate tax should not fasten 
upon any receipt in possession or enjoyment as a result of the donor’s death. The 
American Bankers Association, fearing that May v. Heiner may be judicially overruled, 
requests that it be legislatively reaffirmed. See id. at 29-30; and also Alexander, Possi- 
bilities of Reacquisition and the Federal Estate Tax, 1 Tax L. Rev. 291, 327 (1946). 
For other perspectives, see Neuhoff, Book Review, 60 Harv. L. Rev. 667, 673-74 (1947) ; 
Eisenstein, Another Glance at the Hallock Problem, 1 Tax L. Rev. 430, 435 (1946). 
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errors of the past. We are suggesting rather that its conclusions have 
generally been wise but its reasons have generally been unwise. A good 
reason would require the Court to do more than overrule the St. Louis 
Trust cases. The Court would have to abandon Reinecke v. Northern 
Trust Company as well as May v. Heiner, and declare that, regardless of 
strings and reverters, subsection (c) reaches any gift which materializes 
in possession or enjoyment through the donor’s demise. Decisions are 
not yet forsaken merely because they were conceived in error. But a 
Supreme Court which is highly sensitive to “the rational foundations” 
of tax law © should not have much trouble in overruling the Northern 
Trust Company opinion.” As a practical matter, the Court has consistently 
ignored the reasoning of the case. The essence of the opinion is that tax 
is payable only if the property “passes” out of the donor’s “control, pos- 
session or enjoyment” at death.**? In May v. Heiner estate tax was not 
payable though the property “passed” out of the donor’s enjoyment at 
death. Under the Hallock decision estate tax is payable though the prop- 
erty does not “pass” out of the donor’s “control, possession or enjoy- 
ment.” ** Nor does the Northern Trust Company opinion deserve to sur- 
vive because of any intrinsic merit. The decision derived, in part, from 
feared incongruities which were alleged but not proven, and from a kind 
of statutory interpretation which was rationalized but not justified.“* The 
decision, finally, was appreciably influenced by certain constitutional 
assumptions,” but as we shall now see, even these assumptions have ceased 
to command loyalty and devotion.” 


60 See 309 U.S. at 117. 

61 Cf. Note, 34 Int. L. Rev. 867, 869 (1940). See also the suggestion in 49 Yate L. J. 
1117, 1123-25 (1940), that the Court might dispose of Shukert v. Allen, 273 U.S. 545 
(1927), discussed in Part IV. 

62 See Roberts, J., dissenting in Helvering v. Hallock, 309 U.S. 106, 125 (1940). 

83 Compare Alexander, Possibilities of Reacquisition and the Federal Estate Tax, 1 Tax 
L. Rev. 291, 293 (1946), with Eisenstein, Another Glance at the Hallock Problem, 1 Tax 
L. Rev. 430, 432 (1946). It has been held that the Hallock decision does not overrule the 
Northern Trust Company decision. Bankers Trust Co. v. Higgins, 136 F.2d 477, 478 
(C.C.A.2d 1943); Comm’r v. Lasker’s Estate, 141 F.2d 889, 890 (C.C.A.7th, 1944) ; 
Wishard v. United States, 143 F.2d 704, 708 (C.C.A.7th 1944). Cf. Fr: ‘:, J., dissent- 
ing in Helvering v. Proctor, 140 F.2d 87, 90-91 (C.C.A.2d 1944) ; Opper, 5., dissenting 
in Estate of Edward E. Bradley, 1 T.C. 518, 528 (1943), aff'd, 140 F.2d 87 (C.C.A.2d 
1944). See Paut, SuPPLEMENT TO FEDERAL EsTATE AND Girt Taxation § 7.15, n. 66 
(1946). 

64 See Part IV. Cf. Note, 95 U. or Pa. L. Rev. 538, 546 (1947). 

85 bid. 

86 See Estate of Madison, 26 Cal.2d 453, 159 P.2d 630 (1945), refusing to follow the 
Northern Trust Company decision. Any suggestion that a tax decision be judicially over- 
ruled normally provokes outraged complaints about the frustration of legitimate expecta- 
tions deriving from the decision. Cardozo has given us the proper perspective for this 
particular case. “The picture of the bewildered litigant lured into a course of action 
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In order to excuse an estate tax upon transfers before death, the Su- 
preme Court sought and found “transfers” at death.*’ And so there came 
into being a principle dedicated to “passing” or “shifting” interests. 
Despite the ensuing differences in application, the principle assured the 
Court that death remained “the generating source” of the tax, and that 
liability continued to rest on a “transmission from the dead to the living.” 
In Heiner v. Donnan ® a majority of the Court attributed the principle 
to the Constitution. Three years elapsed and a different majority attributed 
a different principle to the Constitution.*® The statute which led to this 
new view of constitutional proprieties was a provision enacted in 1924 and 
now found in section 811(d) of the Code."? Subsection (d) taxes any 
property interest transferred by the decedent during life if at the date of 
his death the “enjoyment” of the interest is subject “to any change” 
through a power to amend, alter or revoke, exercisable “either by the 
decedent alone or in conjunction with any person.” The phrase “any 
person” includes not only one who has no stake in the transfer, but a 
beneficiary whose gift would be cancelled if the donor had his way in 
exercising the power.” In short, subsection (d) reaches a gift in trust 
where the donor retains a power to deprive the donee of his gift if the 
donee approves. 

In Reinecke v. Northern Trust Company the Court decided that a trust 
revocable by the donor with the consent of a beneficiary who would lose 
through revocation was as “complete” a transfer as any absolute gift 


by the false light of a decision, only to meet ruin when the light is extinguished and 
the decision overruled, is for the most part a figment of excited brains. The only rules 
there is ever any thought of changing are those that are invoked by injustice after the 
event to shelter and entrench itself. In the rarest instances, if ever, would conduct have 
been different if the rule had been known and the change foreseen.” Carpozo, THE GRowTH 
oF THE Law 122 (1924). Very likely many a trust which became tax-free under the 
Northern Trust Company was created between 1919 and 1929, when the regulations 
warned of liability. See Part IV, note 108. Cf. Frank, J., in Helvering v. Proctor, 140 
F.2d 87, 91 (C.C.A.2d 1944) ; and Comm’r vy. Hall’s Estate, 153 F.2d 172, 175 (C.C.A.2d 
1946). 

67 See Parts II-IV. 

88 285 U.S. 312 (1932). See Part IV. 

69 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935), discussed in this 
Part, infra. 

70 Revenue Act of 1924, Sec. 302(d). See H. R. Rep. No. 179, 68th Cong., Ist Sess. 
65 (1924); Sen. Rep. No. 398, 68th Cong. Ist Sess. 34 (1924). For the later legisla- 
tive development of this provision, see 1 Paut, FeperaL Estate AND Girr TAXATION 
§ 7.06 (1942). As regards transfers made after June 22, 1936, the statute refers to a 
power exercisable “by the decedent alone or by the decedent in conjunction with any 
other person.” The addition of the word “other” lacks noticeable legal consequences. 
Subsection (d) does not apply to any transfer to the extent that it is reciprocated by an 
adequate and full consideration in money or money’s worth. I.R.C. § 811(d), (i). 

71 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935). 
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unrelated to the donor’s death.” From a property point of. view, a revoca- 
tion is a new gift from donee to donor.” The donee similarly makes a gift 
if he agrees to turn over his interest to a newly designated beneficiary. 
Subsection (d) accordingly sins in two respects against the combined 
authority of such decisions as Reinecke v. Northern Trust Company, May 
v. Heiner and Heiner v. Donnan. It imposes an estate tax on gifts which 
do not “pass” or “shift” at the donor’s death and it measures A’s tax 
by B’s property. The lower courts naturally refused to forgive either sin 
until the Supreme Court altered the criteria of right and wrong. “It is 
only the creation of new interests,” the Second Circuit held, “brought 
into being by the death of the settlor, which may be properly taxed for a 
death duty.” ‘* Other courts discreetly avoided constitutional entangle- 
ments by construing “any person” to mean “any person not an adversely 
interested beneficiary.” ** It was believed that subsection (d) could safely 
apply as so construed, for Congress might regard the donor as in com- 
mand of economic benefits to the extent that the person who shared the 
power was not adversely affected by its exercise."* Judge Learned Hand 


72 See Part IV. Cf. Comm’r v. McCormick, 43 F.2d 277 (C.C.A.7th 1930), rev'd on 
other grounds, 283 U.S. 784 (1931). 

78 See White v. Poor, 75 F.2d 35, 38 (1935), aff’d on other grounds, 296 U.S. 98 (1935). 
Furthermore, a revocation would be a gift by the donee under the gift tax. Cf. Cerf v. 
Comm’r, 141 F.2d 564 (C.C.A.3d 1944). 

74Comm’r vy. City Bank Farmers Trust Co., 74 F.2d 242, 245 (C.C.A.2d 1934), 
rev'd, 296 U.S. 85 (1935). 

75 White v. Poor, 75 F.2d 35 (C.C.A.1st 1935), aff'd on other grounds, 296 U.S. 98 
(1935) ; Helvering v. Helmholz, 75 F.2d 245 (App. D. C. 1934), aff’d on other grounds, 
296 U.S. 93 (1935) ; Comm’r v. Stevens, 79 F.2d 490 (C.C.A.3d 1935), rev’d, 297 U.S. 
693 (1936); Logan v. Denman, 15 AFTR 791 (N. D. Ohio 1932), appeal dismissed, 
63 F.2d 999, 1008 (C.C.A.6th 1933) ; Colonial Trust Co., 22 B.T.A. 1377 (1931) ; Estate 
of Irving Lee Stone, 26 B.T.A. 1 (1932), appeal dismissed, 61 F.2d 1022 (C.C.A.6th 
1932) ; David J. Lit, 28 B.T.A. 853 (1933), aff'd, 72 F.2d 551 (C.C.A.3d 1934); Louis C. 
Raegner, 29 B,T.A. 1243 (1934), appeal dismissed, C.C.A.2d Oct. 1935; see White v. 
Erskine, 47 F.2d 1014, 1016 (C.C.A.1st 1931). Subsection (d) was analogized to 
section 219(g) of the 1924 Act, enacted at the same time and taxing trust income to a 
grantor who could revest the property in himself with the consent of a person not a bene- 
ficiary. The Ways and Means Committee had stated that subsection (d) was “in accord 
with the principle” of subsection (g). See H. R. Rep. No. 179, 68th Cong., Ist Sess. 
28 (1924). Bui cf. Comm’r v. Strauss, 77 F.2d 401 (C.C.A.7th 1935); Union Trust 
Co. v. United States, 54 F.2d 152 (Ct. Cl. 1931), cert. denied, 286 U.S. 547 (1932). 

76 Witherbee v. Comm’r, 70 F.2d 696 (C.C.A.3d 1934); David J. Lit, 28 B.T.A. 853 
(1933), aff'd, 72 F.2d 551 (C.C.A.3d 1934). But see White v. Erskine, 47 F.2d 1014 
(C.C.A.1st 1931) ; Mackay v. Comm’r, 94 F.2d 558 (C.C.A.2d 1938) ; Comm’r v. Kaplan, 
102 F.2d 329 (C.C.A.1st 1939). Compare, under subsection (c), Farmers’ Loan & Trust 
Co. v. Bowers, 29 F.2d 14 (C.C.A.2d 1928), with Comm’r v. McCormick, 43 F.2d 277, 
279 (C.C.A.7th 1930), rev’d on other grounds, 283 U.S. 784 (1931). See further discus- 
sion in Lowndes, The Constitutionality of the Federal Estate Tax, 20 Va. L. Rev. 141, 
160 (1933), and Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309, 317 (1940); Surrey and Aronson, Inter Vivos Transfers and the Federal Estate 
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read “any person” as meaning “any person.” Since a tax on gifts is a 
valid excise, he “might have thought” it unimportant whether a gift was 
classified as testamentary or inter vivos though a gift tax and an estate 
tax are not identical in incidence. ““Donees and legatees are both mere 
volunteers, objects of the settlor’s bounty; they have not the slightest 
claim to equality of treatment from him, and, the gift being by hypothesis 
made with full knowledge of the law, I should think that its incidence 
might be taken as deliberately intended.” ‘’ He might therefore have con- 
sidered the statute valid “even without any reserved power,” but in view 
of Heiner v. Donnan he would “have been altogether wrong.” Judge 
Hand felt, however, that the statute could validly apply to trust interests 
hedged by a reserved power exercisable with the consent of non-adversely 
interested persons."* 

Meanwhile the Supreme Court was preparing the way for a possible 
deviation from Heiner v. Donnan. Shortly before the Northern Trust 
Company case the Court sustained a state succession duty on a transfer 
in trust where the settlor might have changed the beneficiaries with a 
trustee’s consent.”® The trust had been created before the enactment of 
the tax statute, and the liability had been attacked as retroactive and in- 
valid under Nichols v. Coolidge.*° The Court ruled that Nichols v. Coo- 
lidge could not be applied without being misapplied. According to Mr. 
Justice Stone, the state duty was not imposed on “the privilege of trans- 
mission” and there was no attempt “to tax a donor’s estate for an absolute 
gift made when no tax was thought of, and to do so at the probably 
appreciated value which the gift now bears.” The gift in question “never 
passed to the beneficiaries beyond recall until ‘the death of the donor,” 
and the basis of the tax was “the value of the gift at that operative moment, 
rather than at some later date.” As long as “the privilege of succession” 
was not “fully exercised,” the succession tax could reach the privilege. 
In determining the extent of the “exercise” at death, the controlling factor 
was “the shifting of the economic benefits and burdens of property,” and 
not any “technical distinctions between vested remainders and other in- 


Tax, 32 Cor. L. Rev. 1332, 1356 (1932) ; Knouff, Death Taxes on Completed Transfers 
Inter Vivos, 36 Micu. L. Rev. 1284, 1291 (1938). 

77 Cf. Frew v. Bowers, 12 F.2d 625, 630 (C.C.A.2d 1926). 

78 See Comm’r v. City Bank Farmers Trust Co., 74 F.2d 242, 245-47 (C.C.A.2d 1934), 
rev'd, 296 U.S. 85 (1935). The taxpayer, he argued, had the burden of proving that 
the other person “would never have concurred in any revocation the settlor might make; 
otherwise the power was at least formally outstanding and her death was necessary 
finally to root the limitations beyond displacement.” The settlor and her husband might 
have destroyed the contingent interests of their children. See note 97 infra. Judge Hand 
and his two colleagues disagreed as to the taxability of these interests. 

79 Saltonstall v. Saltonstall, 276 U.S. 260 (1928). 

80 274 U.S. 531 (1927). See Part IV. 
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terests.” From the donor’s standpoint, Mr. Justice Stone stated, a reserved 
power to reappoint the remainder leaves the “shifting” of the interest 
“incomplete” until his death. But the remainderman’s acquisition of the 
interest is equally “incomplete” whether the power of redisposition is in 
the donor or another. Hence “the property passing to the beneficiaries” 
was “acquired” upon the donor’s death through the termination of the 
power.** 

In Knowlton v. Moore the decedent’s surrender of an interest and the 
successor’s acquisition of an interest had been the beginning and end of 
the same “transmission” by death.** In Mr. Justice Stone’s view the 
donor’s death might “complete” the donee’s “acquisition” without effect- 
ing at the same time a “transmission” from the donor.** Yet Mr. Justice 
Stone’s reasoning was not necessarily hostile to an estate tax in the same 
circumstances.** If a transfer in trust subject to a power of redisposition 
in the donor and trustee is “incomplete,” so that the gift never “passes” to 
the beneficiaries beyond recall until the donor’s death, it must be assumed 
that the power may be exercised so as to shift the property elsewhere. An 
exercise is possible only if the donor and the trustee collaborate in the 
revision. The need for collaboration suggests that the donor probably 
chose a trustee who would comply with the donor’s preferences. A trustee 
may refuse to comply without violating his trust, but he is also free to con- 
form.** We may approach the same conclusion from a different direction. 
The creation of the trust is only the first step in the process of moving the 
property to another. While the donor lives, the donee is not certain that 
the property will be his. The donor’s presence is a constant threat though 
the trustee must concur in a proposed redisposition, and the donor’s 
eventual disappearance from the scene is therefore a “source of valuable 
assurance passing from the dead to the living.” °° 

In Reinecke v. Smith ** the Supreme Court held that Congress might 


81 276 U.S. at 270-71. 

82 See Part II. 

88 Cf. Chase National Bank v. United States, 278 U.S. 327, 336 (1929) ; Farmers’ Loan 
& Trust Co. v. Bowers, 29 F.2d 14, 16-17 (C.C.A.2d 1928). 

84 A good deal that Mr. Justice Stone stated was due to the immediate problem of 
retroactivity. By distinguishing between a succession duty and an estate duty, and 
emphasizing the “acquisition” at death, he was able to sustain the tax before him, regard- 
less of the answer which Nichols v, Coolidge might compel if an estate tax were involved. 
Cf. Hill v. Nichols, 18 F.2d 139 (D. Mass. 1927). 

85 Cf. Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Inten- 
tion, 2 Tax L. Rev. 327, 358 (1947). 

86 See Porter v. Comm’r, 288 U.S. 436, 444 (1933), considered in Part II. Cf. Rodiek v. 
Helvering, 87 F.2d 328 (C.C.A.2d 1937). In Chase National Bank v. United States, 
278 U.S. 327, 335 (1929), Mr. Justice Stone stated that in the Saltonstall case the 
settlor’s death had “effected a transfer” appropriately subject to succession tax. 

87 289 U.S. 172 (1933). But cf. White v. Erskine, 47 F.2d 1014 (C.C.A.1st 1931). 











488 TAX LAW REVIEW [ Vol. 3: 


treat a reserved power of revocation, exercisable by the donor and a dis- 
interested trustee, as a power exercisable solely by the donor.** The case 
concerned the taxability of trust income to the settlor, but Mr. Justice 
Roberts stated that “the same considerations as to ownership and control 
affect the power to impose a tax on the transfer of the corpus and upon 
the income.” *° The Justice gave two reasons for disregarding the due 
process objection that the income tax of A was being measured by the 
income of B. A trustee, the Justice said, is not obliged to preserve a trust 
interest if he is authorized to concur in its termination, and Congress may 
reasonably regard a grantor as “in control of the property” if he may 
revoke with the consent of one who is “not a beneficiary.” Secondly, if 
the taxpayer prevailed, it would be very easy to retain practical control, 
without paying the taxes which control should entail, by designating a 
friend or relative to share a power. In order to “prevent facile evasion of 
the law,”’ Congress could provide that a power to cancel a gift in trust, 
exercisable by the settlor with the consent of a non-beneficiary, should be 
treated as a power in the settlor alone.” 

Mr. Justice Roberts was duly mindful of the Northern Trust Company 
opinion, which had involved a power exercisable with the consent of ad- 
versely interested persons. In the light of his appraisal of compliant 
friends and relations, the distinction between the two cases is a difference 
in degree which need not be a difference in kind. A relative may have 
cooperative qualities though he has a trust interest which would disappear 
if he cooperated. In fact, he may be more susceptible to persuasion than 
a disinterested trustee. The incentive to be pliable is encouraged if the 
grantor may withhold additional benefits which the relative hopes to 
receive in time.** In any event, we may justifiably suppose that a grantor 
who designates a co-holder of a power to reshuffle trust benefits normally 
assures himself that he will not be troubled by stubborn recalcitrance.* 
The sophistication of Reinecke v. Smith applied as well to a power ex- 
ercisable with the consent of a beneficiary unless it was beyond reason to 
believe that beneficiaries who share a power are generally disposed to 


cooperate. 
But how was this view to be reconciled with other beliefs which the 


88 “Disinterested,” as used here, denotes the lack of any interest as beneficiary which 
would be adversely affected by an exercise of the power. 

89 289 U.S. at 176. 

90 Jd. at 175-78. 

91 See Pavenstedt, The Broadened Scope of Section 22(a): The Evolution of the 
Clifford Doctrine, 51 Yare L. J. 213, 235 (1941). Cf. Eisenstein, The Clifford Regula- 
tions and the Heavenly City of Legislative Intention, 2 Tax L. Rev. 327, 357 (1947). 

92. See Comm’r v. Prouty, 115 F.2d 331, 335 (C.C.A.1st 1940); Federal Estate and 
Gift Taxes, A Proposal for Integration and Correlation with the Income Tax, 27 (U. S. 
Gov’t P. O. 1947). 
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Court had already embraced? Heiner v. Donnan had produced the un- 
yielding principle that a gift not made in contemplation of death is immune 
to estate tax if nothing “passes” at the donor’s death.** Under Reinecke v. 
Northern Trust Company nothing “passes” if a donor may deprive a 
donee of a gift with the donee’s consent. Heiner v. Donnan had produced 
still another unyielding principle. An estate tax may not be imposed on a 
presumed existence of a state of facts—here a dominant donor and a 
compliant beneficiary **—which the estate is foreclosed from disproving. 
Furthermore, Mr. Justice Sutherland, like Mr. Justice McReynolds in 
Nichols v. Coolidge, had excoriated the idea that those “innocent of eva- 
sion” may be taxed in order to reach “the guilty” more effectively. Un- 
yielding principles have a tendency to yield. Without overruling Heiner v. 
Donnan Mr. Justice Roberts and four othe: Justices decided in Helvering 
v. City Bank Farmers Trust Company * that a gift not made in contempla- 
tion of death may be taxed at the donor’s death though nothing “passes” ; 
that tax may be imposed on the basis of a conclusive presumption ; and that 
those “innocent of evasion” may be taxed to prevent the escape of “the 
guilty.” °° 

The decedent in the City Bank case had kept a power to revoke or amend 
her trust with the approval of her husband and the trustee. The husband 
had a substantial interest which the exercise of the power would have 
destroyed or impaired.** Mr. Justice Roberts’ opinion first considered 
subsection (d) and then the Constitution. The words “any person,” he 
declared, mean “any person.” They are “so plain as to need no construc- 
tion,” he stated, while construing the words which needed no construc- 
tion.** Mr. Justice Roberts did not agree that a narrower meaning was 


98 See Part IV. 

94“No doubt, in a particular case, the repository of the power might in fact have a 
strong personal motive for standing out against a revocation of the trust, even though 
he had no property interest as a beneficiary thereunder.” Flood v. United States, 133 
F.2d 173, 177 (C.C.A.1st 1943). 

95 296 U.S. 85 (1935), dealing with Revenue Act of 1926, Sec. 302(d). 

96 Justices Van Devanter, McReynolds, Sutherland and Butler dissented without 
opinion. The minority opinion in Burnet v. Wells, 289 U.S. 670, 683 (1933), indicates 
what they would have said if they had said anything: “The powers of taxation are 
broad, but the distinction between taxation and confiscation must still be observed. So 
long as the Fifth Amendment remains unrepealed and is permitted to control, Congress 
may not tax the property of A as the property of B, or the income of A as the 
income of B.” 

97 The husband was to receive the income after the grantor’s death, and the corpus 
if he survived his two daughters. The trustee was empowered to apply principal for his 
“care, comfort, support or advancement in life.” See 29 B.T.A. 1141, 1143 (1934). 

98 The House report which had been used to support a narrower meaning (see note 75 
supra) failed to impress the Court. “We are not at liberty,” Mr. Justice Roberts said, 
“to refer to Committee reports where there can be no doubt of the meaning of the 
words used.” 
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demanded by the Northern Trust Company opinion. That case, he ex- 
plained, “involved nothing more than a determination whether the trans- 
fers were complete when made. If they were the statute did not reach 
them.” Here the problenf was entirely different because subsection (d) 
“on its face” taxes gifts “although complete when made.” * 

As to be expected, the taxpayer asserted that if subsection (d) “means 
what it says it taxes a transfer as one taking effect at death though made 
prior to death and complete when made; that to do this is arbitrary and 
deprives the taxpayer of property without due process.” A power to 
recapture “an absolute and complete gift only with the consent of the 
donee” was described as “no power at all,” for “the so-called exercise of 
the power” would be “equivalent to a new gift from the donee to the 
donor.” Therefore, subsection (d) “arbitrarily” declared “that to exist 
which in fact and law” was “nonexistent.” Like the two-year presumption, 
the subsection taxed on the basis of make-believe.* 

Conceding that the transfer was “complete when made,” the Court 
rejected the argument as “untenable.” It turned out that Heiner v. Donnan 
had been misunderstood and possibly maligned. The purpose of subsec- 
tion (d), Mr. Justice Roberts stated, was to forestall avoidance “by the 
device of joining with the grantor in the exercise of the power of revoca- 
tion someone who he believed would comply with his wishes. Congress 
may well have thought that a beneficiary who was of the grantor’s im- 
mediate family might be amenable to persuasion or be induced to consent 
to a revocation in consideration of other expected benefits from the 
grantor’s estate.” The Constitution did not prohibit Congress from pre- 
venting what it feared. “(Congress may adopt a measure reasonably calcu- 
lated to prevent avoidance of a tax. The test of validity in respect of due 
process of law is whether the means adopted are appropriate to the end. 
A legislative declaration that a status of the taxpayer’s creation shall, in 
the application of the tax, be deemed the equivalent of another status 
falling normally within the scope of the taxing power, if reasonably requi- 
site to prevent evasion, does not take property without due process. But 
if the means are unnecessary or inappropriate to the proposed end, are 
unreasonably harsh or oppressive, when viewed in the light of the expected 
benefit, or arbitrarily ignore recognized rights to enjoy or to convey indi- 
vidual property, the guarantee of due process is infringed.” In the present 
case Congress’ response to the menace of avoidance was considered neither 
“unreasonable” nor “arbitrary.” It was “appropriate” for Congress to 
provide that a trust reserving a power of revocation or alteration, exer- 
cisable jointly with any other person, should be deemed “testamentary in 


99 296 U.S. at 88-9. Cf. Reinecke v. Smith, 289 U.S. 172, 176 (1933). 
100 206 U.S. at 89-90. 
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character, that is, treated for the purposes of the law as intended to take 
effect in possession or enjoyment at the death of the settlor.” *** 

Mr. Justice Roberts tried to leave the impression that he was merely 
stating and applying a principle which had been uniformly honored by 
the Court.*°? The Justice was less than candid on the state of the prec- 
edents. In Nichols v. Coolidge Mr. Justice McReynolds had roundly con- 
demned any insidious belief that a desire to equalize a tax burden might 
justify a levy on something not per se within Congressional power. “It 
would open the way,” he warned, “for easily doing indirectly what is for- 
bidden to be done directly, and would render important constitutional 
limitations of no avail.” *°* Mr. Justice Roberts ignored Mr. Justice Mc- 
Reynolds’ animated observations on the “direct”? and the “indirect.” ?* 
For Mr. Justice Roberts had fallen under the influence of the forbidden 
creed. In order to protect a tax on something which Congress was able 
to tax, Congress might impose a tax on something which it otherwise was 
unable to tax. Regardless of Mr. Justice Sutherland’s efforts to generalize 
indignantly and wisely, Mr. Justice Roberts treated Heiner v. Donnan as 
only a case where the Congressional means had been “inappropriate to the 
proposed end.” *°* On the whole, Mr. Justice Roberts’ opinion was a 
revised version of the past which was also a confused version. We know 
that Mr. Justice Roberts did not look upon Heiner v. Donnan as a prec- 
edent of ill-repute. On the same day that he rendered his opinion in the 
City Bank case, he joined his four dissenting brethren to form another 
majority in the St. Louis Trust cases, which reaffirmed the elusive wisdom 
of Heiner v. Donnan. While shuttling from one majority to another, 
Mr. Justice Roberts was either unaware or unconcerned that he was con- 
tradicting himself. The St. Louis Trust decisions approved the principle 
of Heiner v. Donnan that a gift “completed” during the donor’s life is not 
susceptible to estate tax liability unless made in contemplation of death.*”* 

Mr. Justice Roberts’ opinion raises several questions. Irrespective of 
the donor’s motive, any gift diminishes the assets on which the estate tax 
may be imposed unless the gift is included among the taxable assets. Why, 
then, may not Congress tax all gifts as part of the gross estate in order to 
defeat avoidance? If the answer is that Congress may do so, why may not 


101 Jd. at 90, 92. 

102 Jd. at 91-2. 

108 274 U.S. at 541, quoting from Frick v. Pennsylvania, 268 U.S. 437, 495 (1925). See 
Part IV. 

104 Nichols v. Coolidge was permitted to intrude for the mild proposition that Congress 
may tax gifts in contemplation of death “for the prevention of evasion and the giving 
of practical effect to the exercise of admitted power.” 296 U.S. at 91. 

105 206 U.S. at 92. 

106 See Part IV. 
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Congress do less by taxing only certain kinds of gifts at death? The Con- 
stitution does not explicitly forbid Congress from denying “the equal 
protection of the laws.” But assuming that the concept of due process 
embraces some concept of equal protection,*” it is still true that one variety 
of avoidance may be treated differently from another variety when the 
difference reflects a rational reaction. As an illustration, a reasonable mind 
may conclude, in view of the considerations stated by Mr. Justice Roberts, 
that a transfer which is revocable or alterable by the donor and any other 
person should be taxed at death though other transfers are not taxed at 
death. If so, why did the Justice refrain from simply asserting that the 
power to impose an estate tax on all gifts embraces the power to impose 
an estate tax on certain gifts—at least if the selection of certain gifts is 
reasonably conceived—and that Congress had made a reasonable selection 
here? 

Mr. Justice Roberts’ failure to touch upon these questions is easily 
explained. He did not agree that Congress may impose an estate tax on 
all gifts. There are, he wrote, “recognized rights to enjoy or to convey 
individual property” which may not be “arbitrarily” ignored.*°* These 
“rights” evidently included a right to give property away free from estate 
tax in the absence of some very special excuse for placing an estate tax 
on the gift. If no such excuse were available, the tax would constitute a 
taking of property without due process of law.**® It seems that Mr. Justice 
Roberts’ notion of “recognized rights’”’ was accompanied by some silent 
circular reasoning. Congress may not place an estate tax on all gifts 
because due process would be violated; due process would be violated 
because Congress may not place an estate tax on all gifts. The Justice was 
more or less compelled to move solemnly around the circle. His only 
alternative was to argue that an estate tax on all gifts is plainly arbitrary, 


107 See Steward Machine Co. v. Davis, 301 U.S. 548, 584 (1937) ; Fernandez v. Wiener, 
326 U.S. 340, 360-61 (1945); United States v. Petrillo, 332 U.S. 1, 8-9 (1947). Cf. 
Helvering v. Lerner Stores Co., 314 U.S. 463, 468 (1941): “A claim of unreasonable 
classification or inequality in the incidence or application of a tax raises no question 
under the Fifth Amendment, which contains no equal protection clause.” See, in addi- 
tion, Sunshine Anthracite Coal Co. v. Adkins, 310 U.S. 381, 401 (1940). Despite this 
generalization it is not difficult to imagine extreme cases in which the concept of due 
process would include a concept of equal protection. It is doubtful, for example, whether 
Congress could now vary estate tax incidence on the basis of an American decedent’s 
ancestry. See the various opinions in Korematsu v. United States, 323 U.S. 214 (1944), 
especially that of Mr. Justice Murphy. Cf. Billings v. Illinois, 188 U.S. 97, 102 (1903): 
The taxing power of the states “cannot be exercised upon persons grouped according 
to their complexions.” See also Learned Hand, J., in Frew v. Bowers, 12 F.2d 625, 630 
(C.C.A.2d 1926); Surrey and Aronson, Inter Vivos Transfers and the Federal Estate 
Tax, 32 Cor. L. Rev. 1332, 1351 (1932). 

108 206 U.S. at 90. 

109 See this Part, infra, in connection with Helvering v. Helmholz, 296 U.S. 93 (1935). 
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but we can hardly blame him if he failed to make the argument. In essence 
the Justice continued to cling to the belief that a gift is testamentary or 
non-testamentary according to criteria locked in the bosom of the Court. 
His City Bank opinion was designed to permit only a restrained heresy. 
In carefully circumscribed circumstances a non-testamentary gift may be 
taxed as if it were testamentary although it “really” is not testamentary. 
At times Congress may make believe and the Court will'make believe too. 

Even small heresies are important. The Court had at last confessed 
that estate tax might be imposed on gifts, devoid of contemplation of 
death, when nothing “passes.” The practical effect of this admission would 
largely depend on the Court’s willingness to tolerate the spread of heresy 
after painfully attributing the established truths to the Founding Fathers. 
Mr. Justice Roberts’ opinion eliminated all doubts as to a gift which the 
donor may return to himself or shift to another by exercising a reserved 
power with the donee’s consent. Is the situation crucially different if the 
power resides solely in the donee? A distinction there is to the extent that 
the donor cannot veto the donee’s exercise of discretion if the donee does 
not do as he is told. The City Bank decision, however, turned not on the 
donor’s power to prevent displeasing changes by a rebellious donee, but 
on the donor’s ability to effect pleasing changes through a docile donee.” 
The reasons for presuming this ability seem fundamentally the same, 
whether or not the donor is a co-holder of the power.**” 

But if a gift in trust, subject to the donee’s power to divest himself of 
the gift, may reasonably be treated as a transfer at death, is it unreason- 
able to treat any gift similarly though the donee is not expressly author- 
ized to divert the gift to the donor or another person? The donee’s free- 
dom to route his gift elsewhere is the same whether deriving from a power 
or from his ownership.*** If a donee is amenable to persuasion, his agree- 
ably compliant nature is due, not to the expressly given power, but to such 


111 


110 See 296 U.S. at 90. Cf. In re Du Charme’s Estate v. Comm’r, 164 F.2d 959 
(C.C.A.6th 1947). 

111 Cf, Note, 45 Yate L. J. 684, 688 (1936). 

112 See H. R. Rep. No. 2818, 74th Cong., 2d Sess. 9 (1936) ; Federal Estate and Gift 
Taxes, A Proposal for Integration and for Correlation with the Income Tax, 20 (U. S. 
Gov't P. O. 1947) ; 1 Paut, Feperat Estate anp Grrr Taxation § 7.12, 330-31 (1942). 
Compare, in the income tax field, I.R.C. §§ 166(2), 167(a); Sen. Rep. No. 665, 72d 
Cong., Ist Sess. 34, 35 (1932) ; Conr. Rep. No. 1492, 72d Cong. Ist Sess. 16 (1932). 

113 Tt is assumed that the donee’s interest is not hedged by a spendthrift clause. The 
donee’s freedom by virtue of his ownership may be much broader than his freedom by 
virtue of his power. As owner, he may transfer his gift to anyone; as holder of a power 
he may be restricted to a narrow class of alternate beneficiaries. Cf. Blunt v. Kelly, 131 
F.2d 632, 634 (C.C.A.3d 1942), stating that a situation in which the donor has a power 
to retake the property with the consent of the affected trust beneficiary is “not materially 
different from that which would exist if the settlor had failed to make such a provision 
in the trust deed.” 
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influences as family relationship and the comforting prospect of “other 
expected benefits from the grantor’s estate.” *** Similarities do not conceal 
a difference. In the case of the power vested in the donee, we may surmise 
that the donor probably considered the power at some length and was 
satisfied that the donee would be cooperative. In the case of the outright 
gift there is generally no concentrated concern over a possible change of 
beneficiary. If this difference in circumstances is conceded, is the differ- 
ence so substantial as to make an estate tax on absolute gifts “harsh” and 
“oppressive” unless there was contemplation of death? *** 

The City Bank opinion itself indicates that the Court would have con- 
sidered our hypothetical tax so unreasonable as to be void. Only very 
special circumstances warranted an estate tax on gifts.7** But we need not 
rely merely on that opinion in view of Helvering v. Helmholz,™ which 
was simultaneously decided. The Helmholz case involved a transfer in 
trust which, as interpreted by the Court, was expressly terminable if all 
the beneficiaries consented.*** Hence Mr. Justice Roberts stated that the 
trust instrument did no more than express the “general rule” permitting 
all the beneficiaries to restore the property to the donor if they are will- 
ing to do so. There is an “essential difference,” he stressed, “between a 
power to revoke, alter or amend, and a condition which the law im- 
poses.” **° The Justice could not abstain from interpreting the Constitu- 
tion as well as the statute. “Congress,” he declared, “cannot tax as a 
transfer intended to take effect in possession or enjoyment at the death 
of the settlor a trust created in a state whose law permits all the bene- 
ficiaries to terminate the trust.” *°° The basis of this statement was not 
disclosed although three Justices refused to admit its authenticity. In 


114 See 296 U.S. at 90; and note 91 supra. 

115 Cf. Note, 84 U. or Pa. L. Rev. 400, 405-06 (1936) ; Note, 30 Int. L. Rev. 361, 371 
(1935). 

116 See this Part, supra. 

117 296 U.S. 93 (1935). 

118 Cf, Logan v. Denman, 15 AFTR 791 (N. D. Ohio 1932), appeals dismissed, 63 
F.2d 999, 1008 (C.C.A.6th 1933). 

119 296 U.S. at 97. The Supreme Court may have misread the trust provisions, which 
are more fully set forth in 28 B.T.A. 165-67, 170 (1933). It seems that at the date 
of the donor’s death she and all the other current income beneficiaries could have ended 
the trust. If so, the power to terminate did more than merely express “a condition 
which the law imposes”—that “all parties in interest” may terminate a trust. The estate 
had not been aware of the difference stressed by Mr. Justice Roberts. See Brief for the 
Respondent, pp. 6, 8. 

120 296 U.S. at 96, 97. 

121 Justices Brandeis, Stone and Cardozo concurred in the result because the trust 
had been created and the transfer “completed” before subsection (d) was enacted. There- 
fore the application of the subsection was considered retroactive and void under Nichols v. 
Coolidge. The majority opinion by Mr. Justice Roberts alluded to this factor of retro- 
activity as a “more serious objection to the application” of subsection (d). Id. at 97-8. 
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view of Mr. Justice Roberts’ generalization, it was a fortiori true that 
the estate tax was unable to reach all “gifts inter vivos which are in fact 
fully executed, irrevocable and cannot be defeated.” *** Indeed, otherwise 
the exceptions permitting an estate tax on gifts would have consumed the 
rule forbidding an estate tax on gifts, and the rule would then have been 
created in vain.*** 

Nevertheless the exceptions continued to grow at the expense of the 
rule. In May v. Heiner the Court had held that a transfer in trust, reserv- 
ing a life estate in the donor, was not intended to take effect in possession 
or enjoyment at his death.*** A year later Congress expressly taxed such 
transfers,’*> and in time the amendment was assailed as unconstitutional. 
After looking into the cases, the Seventh Circuit decided that the tax was 
invalid unless the cases were ignored.**® The Northern Trust Company 
opinion was read to mean that “something must pass from settlor to bene- 
ficiary as a direct result of the settlor’s death” ; *** and May v. Heiner had 
determined that nothing “passes” when the donor dies, his life estate ends 


122 See Helvering v. City Bank Farmers Trust Co., 296 U.S. at 91. 

128 On the same day that the City Bank and Helmholz cases were decided, the Court 
disposed of White v. Poor, 296 U.S. 98 (1935). Here the grantor had designated herself 
as one of three trustees, and authorized the trustees to “terminate” the trust and return 
the property to her. Later she relinquished her trusteeship and still later she resumed it. 
As in the St. Louis Trust cases, a majority of the Court exhibited an unbecoming cruelty 
to statutes. Mr. Justice Roberts stated, with the utmost seriousness, that the donor’s 
power of termination fell “neither technically nor in substance” within subsection (d) 
because she had reacquired her power “solely by virtue of the action of the other trustees 
and the beneficiaries and not in any sense by virtue of any power reserved to herself 
as settlor in the original declaration of trust.” 296 U.S. at 102. If we look but 
casually at the statute, we find that a power of change, exercisable by the donor alone 
or with others at the date of his death, makes the tax apply. Even the taxpayer had 
barely argued otherwise, if it had so argued at all. See Brief for Executors, pp. 17-18. 
Examining the matter in the light of the Justice’s City Bank opinion, we may ask why the 
donor’s method of acquiring the power is important if his control is exerted through his 
ability to influence others. In 1936 subsection (d) was rewritten to overcome Mr. Justice 
Roberts’ “interpretation.” Revenue Act of 1936, Sec. 805, now I.R.C, § 811(d) (1). 
Mr. Justice Roberts was not too embarrassed to suggest in White v. Poor that a power 
to “terminate” in favor of the grantor might not be a power to revoke, alter or amend. 
296 U.S. at 101. The same amendment disposed of the suggestion. See further H. R. 
Rep. No. 2818, 74th Cong., 2d Sess. 9 (1936) ; Comm’r v. Estate of Holmes, 326 U.S. 480, 
488 (1946). Like the Helmholz case, White v. Poor rested also on the alternative ground 
of invalid retroactivity. Justices Brandeis, Stone and Cardozo concurred in the result 
on this ground. 

124 See Part IV. 

125 Joint Resolution, c. 454, 46 Stat. 1516 (1931), amended by Revenue Act of 1932, 
Sec. 803(a), and, as so amended, incorporated in I.R.C. § 811(c). See 1 Paut, Feprrar 
Estate AND Girt TAxaTIon § 7.06 (1942). In Hassett v. Welch, 303 U.S. 303 (1938), 
the Court held that the Joint Resolution does not apply to previously created “irrevocable 
transfers with reservation of a life interest.” 

126 Bullard vy. Comm’r, 90 F.2d 144 (C.C.A.7th 1937). 

127 Jd. at 148. 
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and the remainderman’s possession begins.*** Although these decisions had 
not purported to construe the Constitution,*** in Heiner v. Donnan they had 
helped establish constitutional limitations within which the estate tax was 
required to function as best it could. But the Seventh Circuit failed to 
note that the City Bank decision had badly mauled Heiner v. Donnan 
despite the accompanying protestations of continued affection.**° Under 
the City Bank case the only relevant query was whether it was reasonable, 
in preventing estate tax avoidance, to impose an estate tax on a trust 
sheltering a retained life estate. As Chief Justice White was so fond of 
saying, to state the question was to answer the question. 

As long as May v. Heiner was a precedent in good standing, it was not 
easy to justify an estate tax on the basis of a “transmission” at death.?** 
However, a few years after May v. Heiner the Court agreed that while 
nothing “passes,” there is still something to tax. Without reviewing its 
earlier reactions the Court readily sustained a state succession tax upon 
the falling in of a remainder at the donor-life tenant’s demise.**? The tax 
was permitted to survive as a levy “imposed upon an event generated by 
the death of the decedent.” *** The Court’s acquiescence did not mean that 
May v. Heiner had come to an inglorious end. Even before May v. Heiner 
it appeared that a donor’s death might “ripen” or “complete” his donee’s 
interest though the same event failed to “pass” or “shift” anything from 
the donor.*** On the other hand, May v. Heiner did not escape unscathed. 
The falling in of the remainder was considered a taxable event because 
the donee began to enjoy the property through the donor’s death.*** But 
if “enjoyment,” as distinguished from “title,” may control with respect 
to the donee, why may not “enjoyment,” inStead of “title,” control with 
respect to the donor? If something must “pass” at death, it is not diffi- 
cult to infer that when the donor-life tenant dies, “enjoyment” moves 





128 The same sad case had also made known that a trust reserving a life estate to 
the settlor is not testamentary in character. 

129 See Milliken v. United States, 283 U.S. 14, 19-20 (1931) ; McCaughn v. Carnill, 
43 F.2d 69, 70 (C.C.A.3d 1930), cert. denied, 283 U.S. 825 (1931). But see Sampson v. 
United States, 1 F. Supp. 95, 98 (D. Mass. 1932). 

180 The Seventh Circuit was careless in summarizing a few Supreme Court decisions, 
as, for example, Levy v. Wardell, 258 U.S. 542 (1922), and Coolidge v. Long, 282 U.S. 
582 (1931). See 90 F.2d at 148, 149. 

181 See Federal and State Death Taxes, REPORTS TO THE JOINT COMMITTEE ON INTERNAL 
REVENUE TAXATION 14, 115 (1933) ; cf. Lowndes, Tax Avoidance and the Federal Estate 
Tax, 7 Law & Contemp. Pros. 309, 315 (1940). 

182 Guaranty Trust Co. v. Blodgett, 287 U.S. 509 (1933). See Coolidge v. Long, 282 
U.S. 582, 596 (1931). 

188 287 U.S. at 513. Cf. Moffitt v. Kelly, 218 U.S. 400 (1910). 

184 See the discussion of Saltonstall v. Saltonstall, 276 U.S. 260 (1938), in this Part, 


supra. 
185 See Roberts, J., dissenting in Coolidge v. Long, 282 U.S. 582, 611 (1931). 
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from him to the donee, and hence the property “passes” and there is a 
“transmission” to tax.**® 

Eventually the Supreme Court rose to the occasion. In Helvering v. 
Bullard **" it avoided a reappraisal of May v. Heiner, and at the same time 
it sustained an estate tax on transfers reserving a life estate. Mr. Justice 
Roberts enumerated “several reasons” why the statute was well within 
the realm of due process. “Since Congress may lay an excise upon gifts 
it is of no significance that the exaction is denominated an estate tax or is 
found in a statute purporting to levy an estate tax. Moreover, Congress 
having the right to classify gifts of different sorts might impose an excise 
at one rate upon a gift without reservation of a life estate and at another 
rate upon a gift with such reservation. Such a classification would not be 
arbitrary or unreasonable. A further vindication of the exaction is the 
authority of Congress to treat as testamentary, transfers with reservation 
of a power or an interest in the donor.” The purpose of the statute was 
to prevent estate tax avoidance, and the method “commonly used is a 
transfer with reservation of a life estate.” *** All three reasons were stated 
as if they were long accustomed to unquestioned deference. A page of 
case law may overlook a volume of cases. Repeatedly the Court had 
required a “transmission,” “transfer,” “passing” or “shifting”? at death 
before sanctioning an estate tax on dispositions made during life. The 
Court’s willingness to deviate from the precedents was commendable, but 
the same cannot be said of its reluctance to be frank. 

Mr. Justice Roberts’ first reason was that Congress may impose a tax on 
gifts and therefore it is immaterial that the tax is called an estate tax or 
“is found in a statute purporting to levy an estate tax.’’ Of course, if 
Congress wishes to say that a gift tax shall be called an estate tax, Con- 


186 Cf, id. at 624: “Notwithstanding the distinction between a transfer tax and a suc- 
cession tax, the decisions under the Federal estate tax statutes (transfer tax laws) are 
convincing on the matter of substantiality as against technicality. The Court has uni- 
formly disregarded the technical aspect of a transfer and looked at the reality and 
substance of the transaction. There is, in this aspect, no logical distinction between the 
two kinds of excise.’”’ See the discussions in Surrey and Aronson, Inter Vivos Trans- 
fers and the Federal Estate Tax, 32 Cor. L. Rev. 1332, 1341 (1932); Lowndes, The 
Constitutionality of the Federal Estate Tax, 20 Va. L. Rev. 141, 156 (1933) ; Rottschaefer, 
Taxation of Transfers Intended to Take Effect in Possession or Enjoyment at Grantor’s 
Death, 14 Minn. L. Rev. 613, 629 (1930). But cf. Robinson, Constitutionality of Federal 
and State Statutes Taxing Transfers With Income Reservations, 18 A.B.A.J. 612 (1932). 

187 303 U.S. 297 (1938). 

188 Jd. at 301-2. See Part IV. As in the City Bank case, the Court is still in a 
world of make believe. It affirms Congress’ authority to “treat” a transfer reserving 
a life estate “as testamentary.” It refuses to say that such a transfer actually is testa- 
mentary. The cause of the refusal is soon identified. If the Court had held the transfer 
testamentary, it would have impugned the wisdom of May v. Heiner and that was pre- 
cisely what the Court would not do. 
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gress is free to wish and say so.*** It is another matter to decide that 
Congress may isolate any group of gifts and tax them together with 
bequests. This is not to imply that Congress is forbidden to behave in such 
fashion, but it is doubtful whether Mr. Justice Roberts intended to articu- 
late so thorough a principle.**° In the City Bank opinion he had carefully 
paused a good distance away. Congress could tax some gifts but not all 
gifts, he had then written, and Heiner v. Donnan was cited.as a respectable 
case in point. Heiner v. Donnan would have to be wholly discarded in 
order to hold that Congress might subject any class of gifts to estate tax. 
Although Mr. Justice Roberts did not mention Heiner v. Donnan in the 
Bullard case, we should not hastily surmise that he intended to overrule 
that decision. The Justice had only recently reaffirmed his faith in its 
conclusion and there was no immediate need to recant.*** 

Most likely we are closer to Mr. Justice Roberts’ true intentions if we 
correlate his first and second reasons. Then the operating principle is that 
Congress may “classify gifts of different sorts” and impose estate tax on 
a select group of gifts, provided the classification is neither “arbitrary” nor 
“unreasonable.” This power to choose and tax is not confined to gifts 
which are particularly attractive as avoidance devices. While Mr. Justice 
Roberts also justifies the assailed statute as an antidote to. avoidance, he 
has already sustained the statute as an exercise of Congress’ power to 
classify. However, the broad power to place an estate tax on any group 
of gifts, if the classification is not “arbitrary” or “unreasonable,” pre- 
supposes that Congress may impose an estate tax on all gifts. And so, 
after starting from the premise that the estate tax may reach only very 
special gifts, the Court has arrived at the implicit conclusion that the 
estate tax may reach all gifts. This view is at odds with Heiner v. Donnan 
and yet it accords with our earlier belief that Mr. Justice Roberts did not 
intend to discard Heiner v. Donnan. We venture to say that Mr. Justice 
Roberts did not realize the conflict between that decision and his later 
reasoning.**” 

Despite our respect for the dead we should make a final autopsy of 
Heiner v. Donnan. Aside from its abundance of loose talk, that decision 
was nourished by two notions ascribed to due process. An estate tax 
placed on a gift where nothing “passes” is manifestly outrageous, Mr. 


189 Cf, Part II, discussing Porter v. Comm’r, 288 U.S. 436 (1933) ; and Part III, dis- 
cussing Tyler v. United States, 281 U.S. 497 (1931). 

140 The Government itself had not asked the Court to approve so broad a principle. 
See Brief for the Petitioner, pp. 10 et seq. 

141 Cf. Whitney v. Tax Commission, 309 U.S. 530, 541 (1940), in which Heiner v. 


Donnan was distinguished. 
142 Cf. Knouff, Death Taxes on Completed Transfers Inter Vivos, 36 Micn. L. Rev. 


1284, 1309 (1938). 
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Justice Sutherland thought, because (a) the tax is determined by the value 
of the donor’s estate at the date of death; (b) the gift is valued as of the 
same date instead of the date of gift; and (c) the tax is paid by the bene- 
ficiaries of the decedent’s estate in administration although they do not 
share in the gift.** Mr. Justice Sutherland also thought that the pre- 
sumption provision was a means of invidious discrimination against gifts 
made within two years of the donor’s death.** 

As regards Mr. Justice Sutherland’s discovery of discrimination, the less 
said the better.**° There is little that we can add to Mr. Justice Stone’s 
analysis. As for the other matters which distressed Mr. Justice Suther- 
land, there is no need to say much more. A gift tax may be imposed on all 
gifts,“*° and nothing in the Constitution prevents a delay in collecting the 
tax until after the donor dies.*** If a gift tax were collected after the 
donor’s death, his estate would pay both the gift tax and the estate tax 
on his remaining assets in administration, regardless of whether the gift 
had been made to the beneficiaries of the estate. The inclusion of the gift 
in the estate tax base affects these consequences in two respects. The gift 
is valued as of the date of death, and the value of the gift is aggregated 
with the value of the property in administration so as to increase the 
applicable surtax brackets.*** In so far as the valuation date is concerned, 
the estate certainly cannot plead injury if the value at the date of death is 
less than the value at the date of gift.*° Assuming, however, that the 
value at death is greater, the aggregating of the gift and the estate in 
administration merely requires the estate to pay the tax that it would have 
paid in any event if the gift had not been made.*® In fairness to the Fifth 


148 Cf, Learned Hand, J., dissenting in Comm’r v. City Bank Farmers Trust Co., 74 
F.2d 242, 246 (C.C.A.2d 1934), rev'd, 296 U.S. 85 (1935). See this Part, supra. 

144 See also Roberts, J., in Binney v. Long, 299 U.S. 280, 291 (1936). 

145 More is said in Part IV. 

146 Bromley v. McCaughn, 280 U.S. 124 (1929). 

147 “The fact that the taxable event and the tax levy are widely separated in time 
is quite irrelevant.” Central Hanover Bank Co. v. Kelly, 319 U.S. 94, 98 (1943). See 
further Keeney v. New York, 222 U.S. 525, 537 (1912). Cf. Cahen v. Brewster, 203 
U.S. 543, 550-51 (1906) ; Salomon vy. State Tax Commission, 278 U.S. 484, 490 (1929). 

148 Cf, Milliken v. United States, 283 U.S. 15, 22-4 (1931). 

149 Cf. Keeney v. New York, 222 U.S. 525, 537 (1912) ; Central Hanover Bank Co. v. 
Kelly, 319 U.S. 94, 98 (1943). 

150 This statement is not strictly accurate under the present estate and gift tax statutes. 
If a gift tax is now paid on a transfer which is later included in the estate tax base, 
the gift tax money is withdrawn from the base. In the absence of a gift tax both the 
gift and the tax money would enter into the base. In addition, the estate tax is reduced 
by a credit for a gift tax paid. But the statement suffices here since it is addressed 
to an estate tax which is the sole levy on gifts. The actual presence of a gift tax does 
not disturb the constitutional content of the statement. 
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Amendment we should not believe that it guarantees some inalienable 
right to diminish the estate tax which is otherwise payable.** 

The de facto demise of Heiner v. Donnan makes it easy to generalize 
safely. Transfers before death and transfers at death are varieties of the 
same thing—the disposition of property. Congress may impose estate tax 
on all lifetime transfers, so that they are valued as of the date of the donor’s 
death and the tax is measured by the combined value of the donor’s trans- 
fers before death and the donor’s transfers at death. Congress may be 
less thorough and tax only certain transfers at death if the classification 
is rational.**’ “The line of division between the rational and the arbitrary 
in legislation is not to be drawn with an eye to remote possibilities. What 
the law looks for in establishing its standards is a probability or tendency 
of general validity. If this is attained, the formula will serve, though there 
are imperfections here and there.” *** As a matter of fact, there is scarcely 
any room for a charge of unpardonable discrimination. Congress may 
tax all lifetime transfers at death ; in taxing specified classes of gifts Con- 
gress bestows an option of making a transfer which is not taxable at 
death ; and if the transfer is then taxable the donor has re jected an option 
which Congress has given.*** 

The scope of Congressional power is nicely illustrated by the Treasury’s 
proposal to integrate the gift and estate taxes into a single levy on trans- 
fers.*** As now constituted, the two taxes cooperate in behalf of avoid- 
ance and inequity. Individuals possessed of substantially equal amounts 
of property may pay substantially unequal taxes on the transfer of prop- 
erty within the family, depending upon their relative sophistication and 
opportunity to avoid. Our well-informed transferor who is willing to 
give during life is afforded not only an estate tax exemption of $60,000, 
but a gift tax exemption of $30,000 plus an annual exclusion of $3,000 
per donee.*** He knows that the gift tax rates are set at 75 per cent of 


151 Nor should we neglect, in considering what is reasonable, the substantial income 
tax savings often assured through gifts. 

152 Cf. Keeney v. New York, 222 U.S. 525, 535 (1912). 

158 Burnet v. Wells, 289 U.S. 670, 681 (1933). See note 164 infra. 

154 Cf. Helvering v. Lerner Stores Co., 314 U.S. 463, 467 (1941); Crane v. Helvering, 
76 F.2d 99, 101 (C.C.A.2d 1935). But see note 107 supra. 

155 See Federal Estate and Gift Taxes, A Proposal for Integration and for Correla- 
tion with the Income Tax (U. S. Gov't P. O. 1947). Cf. Platt, Integration and Cor- 
relation—The Treasury Proposal, 3 Tax L. Rev, 59 (1947); Wales, Consistency in 
Taxes—The Rationale of Integration and Correlation, 3 Tax L. Rev. 173 (1947) ; Note, 
60 Harv. L. Rev. 1120 (1947). For the origin of the integration concept, see Fox, Estate 
Taxation: Contemplation of Death, PracticaL ASPECTS OF FEDERAL TAXATION 23 
(Bureau of National Affairs, 1946). 

166 T.R.C. §§ 935(c), 1003(c), 1004(a) (1). These amounts of exemption and exclusion 
are only as formally stated. Actually they are larger under the “split property” amend- 
ments. See Revenue Act of 1948, Secs. 361, 372, 374. In giving, the donor may keep a 
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the estate tax rates.*’ He also understands that the estate and gift taxes 
are separately computed as if they were wholly unrelated in consequence. 
Hence property given before death is removed from the highest applicable 
estate tax brackets to comfortably lower gift tax brackets. Our donor who 
thirsts for knowledge plus lower taxes knows as well that the estate tax 
is part of the base on which the tax is computed, while the gift tax is not 
part of the gift tax base. Finally, he is usually aware that gifts within 
his “intimate family group” enable him to reduce the total taxes on the 
family’s income at a comparatively small cost in gift tax.** 

In order to cure the wide disparities in burden under the two taxes, 
it has been proposed that they be replaced by one tax on all transfers, 
whether made before death or at death. The new levy would be computed 
on a calendar year basis in the manner of the present gift tax, subject to a 
single exemption. The rate of tax on any transfers in a particular year 
would be obtained by cumulating them with all prior transfers.* This 
scheme of liability would not eliminate differentials in tax burdens. It 
would still pay to make transfers during life, for the measuring base of 
the tax on these transfers would exclude the amount of the tax, while the 
measuring base of the tax on the last transfer through death would include 
the amount of the tax.*® But here it is enough to note that a single 
transfer tax would be permissible under the Constitution, barring a 
remarkable transformation in the Supreme Court. 

A transfer tax statute would specify which inter vivos dispositions are 


good deal without paying income tax. For example, he may retain complete managerial 
control of the income-producing asset while income flows to his children. See Eisenstein, 
The Clifford Regulations and the Heavenly City of Legislative Intention, 2 Tax L. Rev. 
327, 372-73 (1947). 

187 .R.C. §§ 935(b), 1001(a). 

158 See further Federal Estate and Gift Taxes, A Proposal for Integration and for Cor- 
relation with the Income Tax, 7 (U.S. Gov't P. O. 1947) ; Wormser, FUNDAMENTALS OF 
EstaTE PLANNING 64 (1944); Eisenstein, Are We Ready for Estate and Gift Tax 
Revision? 23 Taxes 316, 317 (1945), and Modernising Estate and Gift Taxes, 870 (1946). 
A married man need no longer make gifts to his wife in order to reduce his income taxes. 
She reduces his income taxes by remaining married to him. See Revenue Act of 1948, 
Sec. 301. 

159 See note 155 supra; PAuL, FeperaAL Estate AND Girt Taxation 89 (1942), and 
SUPPLEMENT TO FEDERAL ESTATE AND Girt TAXATION 28 (1946); and other discussions 
cited. 

160 See Federal Estate and Gift Taxes, A Proposal for Integration and for Correlation 
with the Income Tax, 14 (U. S. Gov't P. O. 1947). An appraisal of this advantage 
should take into account the interest lost on the amount paid as gift tax. On the other 
hand, the interest would be taxable income and, to the extent that it was not spent, a tax- 
able asset at death. It is sometimes said that transfers before death should be encouraged 
by treating them more kindly than transfers at death. See, e.g., Federal and State Death 
Taxes, REPORTS TO THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION (1933) 76. 
The former are sufficiently encouraged these days by the resulting income tax savings. 
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taxable during life and which are taxable at death.*** Since Congress may 
levy an estate tax on all transfers made during life,** it may exert less 
than its full power by taxing some during life and others at death, and 
imposing a rate of tax on tranfers at death which is determined by refer- 
ence to transfers before death. If all dispositions were taxed at death, 
the resulting tax would be contained in the tax base. Under the proposed 
levy stated dispositions would be taxable during life and the tax paid on 
such dispositions before death would not enter into the base. Since any- 
thing is supposedly possible, this difference might inspire a charge of 
unreasonable discrimination between transfers taxable before death and 
transfers taxable at death. But the charge would meet the reminder that 
the decedent enjoyed a choice of transfers and if he made a transfer which 
was taxable at death, the greater burden was of his own choosing after 
“notice of the law’s command.” ** Besides, we may assume that the 
statute would tax certain dispositions at death because of a retained power 
or interest, and “transfers with reservation of a power or interest in the 
donor” may be treated as testamentary.** In short, a single transfer tax 
seems assured of a bright future under the Constitution. It seems equally 
assured of a dim future in the present Congress.*® 


VI. Powers or APPOINTMENT AND BEYOND 


Originally the estate tax failed to speak of powers of appointment. The 
Treasury soon decided that silence was not golden. Revised regulations 
included “property passing under a general power of appointment” in the 
donee’s gross estate.» The desired inclusion was attributed to an uneasy 
alliance of tax statute and equity jurisprudence. The statute applied was 
the basic provision which taxes property passing by will or intestacy.’ 


161 For the complexity of this problem, see Federal Estate and Gift Taxes, A Proposal 
for Integration and for Correlation with the Income Tax, 17 et seq. (U. S. Gov't P. O. 
1947). 

162 See this Part, supra. 

168 See Helvering v. City Bank Farmers Co., 296 U.S. 85, 89 (1935); and this Part, 
supra. 

164“ | . when there is a difference it need not be great or conspicuous in order to 
warrant classification.” Keeney v. New York, 222 U.S. 525, 536 (1912). 

165 Mr, Magill’s modest proposals for tax loopholes do not mention integration of the 
estate and gift taxes. But see Macitt, THe Impact oF FeperAL Taxes 31 (1943). 

1T.D. 2477, 19 Treas. Dec. Int. Rev. 84 (1917), incorporated in effect in Reg. 37 
(1917 ed.), Art. XI. See further Reg. 37 (1919 ed.), Arts. 30, 31; Reg. 37 (1921 ed.), 
Arts. 30, 31. 

2 This provision is now contained in § 811(a) of the Code. Until 1926 the provision 
taxed only property which was “subject to the payment of the charges against” the 
decedent’s estate and “the expenses of its administration,” and was “subject to distribu- 
tion as part of his estate.” See Helvering v. Safe Deposit & Trust Co. of Baltimore, 
316 U.S. 56, 60 (1942) ; 1 Pau, Feperat Estate anv Grrr Taxation § 4.02 (1942). 
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Equity was represented by the rule which makes property appointed under 
a general power available to the donee’s creditors.* The Treasury thought 
that when an exercise occurs, the property is sufficiently the donee’s to be 
taxed under the basic provision. Before long the Treasury was informed 
that though its motive may have been praiseworthy, its conclusion was 
deplorable. The Supreme Court held that property appointed under a 
general power was not taxable because the statute taxed only the decedent’s 
interest in property and a general power is not an interest in property.* 

Meanwhile those concerned with tax legislation had decided to mini- 
mize any damage. The 1918 Act contained a new provision which ex- 
pressly taxed “property passing under a general power of appointment 
exercised by the decedent.” ° The Ways and Means Committee explained 
that a donee of a general power over property is “in a position not unlike 
that of its owner.” The donee possesses “full authority to dispose of the 
property at his death, and there seems to be no reason why the privilege 
which he exercises should not be taxed in the same degree as other prop- 
erty over which he exercises the same authority. The absence of a pro- 
vision including property transferred by power of appointment makes it 
possible, by resorting to the creation of such a power, to effect two trans- 
fers of an estate with the payment of only one tax.” ® 

Although the 1918 provision has been attacked, the Supreme Court 
has not been disposed “to lay the article of the Constitution which is 
invoked beside the statute which is challenged and to decide whether the 
latter squares with the former.” * But in twice considering the meaning 
of the statute,® the Court has twice grazed matters of a constitutional 
nature. On the first occasion the Court as much as decided that when 


8 See 3 RESTATEMENT, Property § 329 (1940); 1 Srmes, Future Interests § 265 
(1936). 

# United States v. Field, 255 U.S. 257 (1921). The Court also held that the appointed 
property was not distributable as part of the donee’s estate. Cf. Crooks v. Harrelson, 
282 U.S. 55 (1930); and see note 2 supra. For a more detailed consideration of the 
Field case and its background, see Eisenstein, Powers of Appointment and Estate 
Taxes: I, 52 Yate L. J. 296, 298 (1943). See further Porter v. Comm’r, 288 U.S. 436, 
442 (1933); Helvering v. Safe Deposit & Trust Co. of Baltimore, 316 U.S. 56, 59 
(1942). 

5 Revenue Act of 1918, Sec. 402(e). As of the date of the 1942 Act (see this Part, 
infra) this provision, with a few additional embellishments, appeared in § 811(f) of the 
Code. 

6° H. R. Rep. No. 767, 65th Cong., 2d Sess. 21-22 (1918). 

™See United States v. Butler, 297 U.S. 1, 62 (1936). For decisions sustaining the 
statute, see Lee v. Comm’r, 57 F.2d 399 (App. D. C. 1932), cert. denied, 286 U.S. 563 
(1932) ; Stratton v. United States, 50 F.2d 48 (C.C.A.1st 1931), cert. denied, 284 U.S. 
651 (1931). See further 1 Pau, Feperat Estate anp Girt Taxation § 9.05 (1942). 

8 Helvering v. Grinnell, 294 U.S. 153 (1935); Estate of Rogers v. Comm’r, 320 U.S. 
410 (1943). The statute has also been construed in Morgan v. Comm’r, 309 U.S. 78 
(1940) ; and Helvering v. Safe Deposit & Trust Co. of Baltimore, 316 U.S. 56 (1942). 
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property passes under a general power at death there is a “shifting of 
the economic benefits in property.” ° On the second occasion the Court 
stated that in “ascertaining the corpus on which an estate tax is to be 
assessed, what is decisive is what values were included in dispositions made 
by a decedent, values which but for such dispositions could not have ex- 
isted. . . . And that is precisely what the federal estate tax hits—an 
exercise of the privilege of directing the course of property after a man’s 
death.” *° 

The Court’s reluctance to say more is understandable. Of the two 
charges which harass the estate tax, one dwells on the absence of a “‘trans- 
mission” from the dead to the living, so that the tax is direct and void 
for lack of apportionment. The other charge involves due process and 
those persistent perennials A and B: the tax on the decedent’s estate is 
being measured by property belonging to another person.** An estate tax 
on property appointed under a general power, exercisable by deed or will, 
is a poor excuse for either charge, though at common law a power is not 
an interest which is terminated or transferred by death and the title of 
the taker “relates back” to the creator of the power.’ The donee who may 
freely vest the property in himself enjoys all the attributes of ownership 
without the formal trappings of title.** If he appoints the property at 
death, he is in effect bequeathing his own. The situation does not de- 
teriorate if the general power is exercisable only by will. The “trans- 
mission” at death is still as complete as if the donee were then the owner. 
Nor are due process objections a cause for constitutional alarm. The 
donee may dispose of the property as part of his estate, and a full-fledged 
owner can do no more when he dies.** 








9 Helvering v. Grinnell, 294 U.S. 153, 156 (1935). 

10 Estate of Rogers v. Comm’r, 320 U.S. 410, 413 (1943). 

11 See Part II. 

12 See 1 Paut, Feperat Estate Anp Girr Taxation § 9.05 (1942). 

18 See id. at 223. Cf. Eisenstein, Estate Taxes and Powers of Appointment: II, 52 YALE 
L. J. 494, 521-22 (1943). 

14 Cf. Curry v. McCanless, 307 U.S. 357, 371 (1939) ; Graves v. Schmidlapp, 315 U.S. 
657, 660, 662 (1942). A power of appointment may be of the hybrid variety—that is, 
it is neither classically general nor classically special. The donee, for example, may be 
empowered to appoint to any persons other than certain named individuals. See Clauson v. 
Vaughan, 147 F.2d 84 (C.C.A.lst 1945). Or he may be able to appoint to anyone 
other than himself, his estate and his creditors. See Leser v. Burnet, 46 F.2d 756 
(C.C.A.4th 1931). Hybrid powers are discussed in 1 PAut, Feperat Estate anp Girt 
TAXATION §§ 9.09 e¢ seg. (1942) ; Griswold, Powers of Appointment and the Federal Estate 
Tax, 52 Harv. L. Rev. 929, 938 (1939) ; Surrey and Aronson, Inter Vivos Transfers and 
the Federal Estate Tax, 32 Cor. L. Rev. 1332, 1361 (1932); Eisenstein, Powers of 
Appointment and Estate Taxes: I, 52 Yate L. J. 296, 312 (1943). The constitutional 
basis for taxing these powers is supplied by Whitney v. State Tax Commission, 309 
U.S. 530 (1940), discussed in this Part, infra. 
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In 1942 the statute was amended because of a steady accumulation of 
grievances.** In the first place, the statute taxed only exercised general 
powers,”® although “failing to exercise a general power is one way of 
exercising it.’’*’ The statute was also remiss in granting immunity to 
powers which were not technically general but substantially as broad.** 
To make matters worse, the courts held that property did not “pass” 
under a power if the appointee received less than or as much as he would 
have received in default of appointment.*® After the legislative revision 
of 1942 the Supreme Court decided that lower court opinions had not 
been as discerning as they should have been.*? The Court conceded that 
if “a donee of a power merely echoes the limitations over upon default of 
appointment he may well be deemed not to have exercised his power, and 
therefore not to have passed any property under such a power.” On the 
other hand, property was said to “pass,” whether the appointee received 
more or less than his share under the limitations over, if the interests 
created by the donee could not have come into being without an exercise 
of the power.** 

Under the 1942 amendments * appointive property is included in the 


15 Revenue Act of 1942, Sec. 403, amending I.R.C. § 811(f). The gift tax statute was 
similarly amended by section 452 of the 1942 Act, which added § 1000(c) to the Code. 
The grievances were summarized before the Ways and Means Committee by Mr. Paul, 
as Tax Adviser to the Secretary of the Treasury. See Hearings before Committee on 
Ways and Means on H.R. 7378, 78th Cong., 2d Sess. 91 (1942). 

16 See Helvering v. Safe Deposit & Trust Co. of Baltimore, 316 U.S. 56, 61 (1942). 

17 Lowndes, Tax Avoidance and the Federal Estate Tax, 7 Law & Contemp. Pros. 
309, 322 (1940). See also Chase National Bank v. United States, 278 U.S. 327, 338 
(1929). 

18 See Clauson v. Vaughan, 147 F.2d 84 (C.C.A.1st 1945) ; Christine Smith Kendrick, 
34 B.T.A. 1040 (1936) ; Waldemar R. Helmholz, 28 B.T.A. 165 (1933), aff’d on another 
issue, 75 F.2d 245 (App. D. C. 1934), aff’d, 296 U.S. 93 (1935). 

19 See Legg’s Estate v. Comm’r, 114 F.2d 760 (C.C.A.4th 1940) ; Rothensies v. Fidelity- 
Philadelphia Trust Co., 112 F.2d 758 (C.C.A.3d 1940) ; Estate of Gertrude Bucknell Day, 
44 B.T.A. 524 (1941) ; Lewis Spencer Morris, 39 B.T.A. 570 (1939) ; James C. Webster, 
38 B.T.A. 273 (1938). Cf. Central Hanover Bank & Trust Co. v. Comm’r, 118 F.2d 270 
(C.C.A.2d 1941). But cf. Estate of Mary Adele Morris, 38 B.T.A. 408 (1938). See 
discussions in 1 Paut, FeperaL Estate AND Girr Taxation §§ 9.17 et seg. (1942); 
Griswold, Powers of Appointment and the Federal Estate Tax, 52 Harv. L. Rev. 929, 
933 (1939) ; Eisenstein, Powers of Appointment and Estate Taxes: I, 52 Yate L. J. 296, 
318 (1943). 

20 Estate of Rogers v. Comm’r, 320 U.S. 410 (1943). Mr. Chief Justice Stone and 
Mr. Justice Roberts disagreed. 

21 See id. at 414-15. For the inadequacies of Mr. Justice Frankfurter’s majority opinion, 
see PAUL, SUPPLEMENT TO FEDERAL EsTATE AND Girt TAxaTION § 9.22 (1946). Compare 
In re Du Charme’s Estate, 164 F.2d 959 (C.C.A.6th 1947), with Guaranty Trust Co. of 
New York v. Johnson, 165 F.2d 298 (C.C.A.2d 1948). 

22 See note 15 supra. 











506 TAX LAW REVIEW [Vol. 3: 


donee’s gross estate, regardless of the failure to exercise.* And all powers 
are taxable with two exceptions. The first exception is a power exercis- 
able only in behalf of certain relatives and charities. The second exception 
is a power exercisable by a disinterested donee within a restricted class 
of potential appointees. This new scheme of legislation has generated 
more heat than light. But it is a sign of the times that the Constitution 
has not been seriously considered a possible refuge from the amendments.” 

Before the estate tax arrived in 1916 the Supreme Court had already 
sustained a succession tax on property appointed under a special power. 
The Court had reasoned that the taker’s acquisition was then finally com- 
pleted and the completion was an appropriate taxable event.” After the 
estate tax arrived the Court indicated that not every succession through 
death is accompanied by a “transmission” from the decedent.** This 
thought was implicit in the Fourth Circuit’s needless observation that 
property passing under a special power may not be attributed to the donee 
for estate tax purposes.” A general power effects a “transmission,” that 
Court stated, because the power may be exercised to pay the donee’s debts, 
and therefore the donee’s death terminates his interest in the property and 
sends it on to his successors. Naturally the same cannot be said for a 
special power, exercisable only for the benefit of others.** Not so long 
ago, however, the Supreme Court was not persuaded by the Fourth 
Circuit’s point of view. An estate tax survived in the Whitney case * 
although the exercise of the power was confined to the donee’s children. 
The tax upheld was a state duty, but the state had done no more than the 
Federal Government was free to do.*° 

The tax was attacked because the burden on the decedent’s personal 


23 There is a qualification with respect to powers created on or before October 21, 
1942. See Revenue Act of 1942, Sec. 403(d), as amended by Pub. L. 112, 80th Cong., 
Ist Sess. § 1 (1947). 

24 For discussions of the new amendments, see PAUL, SUPPLEMENT TO FEDERAL ESTATE 
AND Girt TAXATION §§ 9.28 et seq. (1946), and the many references cited in § 9.28, note 1. 
Very likely the 1942 amendments will be revised in the near future. 

25 Orr v. Gilman, 183 U.S. 278 (1902); Chanler v. Kelsey, 205 U.S. 466 (1907). 
But compare Mr. Justice Holmes’ hypertechnical objections in the latter case. 

26 See Part V. 

27 See Leser v. Burnet, 46 F.2d 756, 759-60 (C.C.A.4th 1931). 

28 See Fidelity-Philadelphia Trust Co. v. McCaughn, 34 F.2d 600, 604 (C.C.A.3d 1929), 
cert. denied, 280 U.S. 602 (1929). 

29 Whitney v. State Tax Commission, 309 U.S. 530 (1940). Cf. Schuyler, Powers of 
Appoiniment and Especially Special Powers: The Estate Taxpayer's Last Stand, 33 Itt. 
L. Rev. 771, 792 (1939). 

80 This inference is sustained by the Court’s explicit reliance on federal estate tax 
decisions. See 309 U.S. at 539. Compare, however, Mr. Justice Holmes’ dissenting opinion 
in Chanler vy. Kelsey, 205 U.S. 466, 479 (1907), to the effect that the power of the states 
“is more unlimited in its possible extent, if not altogether unlimited,” than the power 
of the United States. 
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estate was determined by reference to the appointive property. This 
objection was a variation of the old theme which condemns a tax on A, 
measured by the property of B. The donee had been unable to appoint 
the property to herself, her estate or her creditors, but these qualifications 
upon her power, Mr. Justice Frankfurter wrote, “had a significance during 
her lifetime which death transmuted. For when the end comes, the power 
that property gives, no matter how absolutely it may have been held, also 
comes to an end—except in so far as the power to determine its succession 
and enjoyment may be projected beyond the grave. But the exercise of 
this power is precisely the privilege whicl. the state confers and upon 
which it seizes for the imposition of a tax. It is not the decedent’s enjoy- 
ment of the property—the ‘beneficial interest’—which is the occasion for 
the tax, nor even the acquisition of such enjoyment by the individual 
beneficiaries.” Presumably the underlying policy of estate tax legislation 
is “the diversion to the purposes of the community of a portion of the 
total current of wealth released by death.” In making this diversion the 
legislature “is not confined to that kind of wealth which was, in colloquial 
language, ‘owned’ by a decedent before death, nor even to that over which 
he had an unrestricted power of testamentary disposition. It is enough 
that one person acquires economic interests in property through the death 
of another person, even though such acquisition is in part the automatic 
consequence of death or related to the decedent merely because of his power 
to designate to whom and in what proportions among a restricted class 
the benefits shall fall.” * 

Mr. Justice Frankfurter next turned his attention to the law reports, 
characterized as “replete with recognition” of the “general principles” he 
had just summarized. The Tyler *? and Jacobs ** cases were noted as 
instances where “an exact equation” had been lacking between the “bene- 
ficial interest” owned by the decedent at death and the interest measuring 
the tax. Another chosen example was the Porter decision ** sustaining 
an estate tax by reason of the donor’s power of redisposition in favor of 
anyone except himself and his estate. In the Whitney case an attempt was 
made to escape these decisions on the ground that they related to sub- 
stitutes for testamentary dispositions. The argument was correct but not 
sufficiently so. Controlled trusts and survivorship tenancies had been 
taxed because of their capacity to serve in lieu of wills, but the Court had 
not sanctioned the tax merely because of this capacity. In constitutional 
law it is not unusual to sustain legislation for reasons which never occurred 


81 309 U.S. at 538-39. Cf. Central Hanover Bank Co. v. Kelly, 319 U.S. 94, 98 (1943). 
82 Tyler v. United States, 281 U.S. 497 (1930). See Part III. 

88 United States v. Jacobs, 306 U.S. 363 (1939). See Part III. 

34 Porter v. Comm’r, 288 U.S. 436 (1933). See Part II. 
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to the legislators. On the other hand, Mr. Justice Frankfurter partially 
misstated the cases when he referred, in reply, to their emphasis “on the 
practical effect of death in bringing about a shift in economic interest, 
and the power of the legislature to fasten on that shift as the occasion 
for a tax.” ** In dealing with due process both the Tyler and Porter 
opinions had stressed the testamentary attributes of the transfers con- 
cerned. Perhaps the opinions had erred in doing so, but Mr. Justice Frank- 
furter professed to summarize them and not to revise them. 

The Justice had cleared the way for his conclusion, but he still had 
some distance to go. The estate did not deny that the exercise of a special 
power might be a suitable occasion for a death duty upon the appointive 
property. It objected rather to an estate duty measured by the sum of the 
appointive property and the donee’s own assets. In this area of controversy 
the cases were really friendlier to the taxpayer than Mr. Justice Frank- 
furter was ready to admit. The Tyler decision had overruled the due 
process complaint because the decedent himself had provided the property. 
In the Jacobs case this factor had gone unmentioned but, the Court will- 
ing, the case could be confined to property formerly owned outright by the 
decedent or attributable to his outlay of property.** The Court had yet to 
decide that due process is reconcilable with an estate tax measured by a 
base consisting of the decedent’s property and property which he never 
owned or supplied and could never appropriate for himself, his estate or 
his creditors. Although Mr. Justice Frankfurter evidently thought other- 
wise, the cases were not “replete with recognition” that the taxpayer’s 
view was erroneous. 

The Justice at last reached the core of the due process issue. “A person 
may by his death bring into being greater interests in property than he 
himself has ever enjoyed,” the Justice declared, and “advantages thus 
realized” may be made a source of revenue, as illustrated by the decisions 
dealing with legacy taxes on property subject to a special power.*” Those 
decisions, the Justice admitted, had dealt with a tax “measured by the 
specific interests which the beneficiaries of the power received.” But if 
death, he reasoned, “may be made the occasion for taxing property in 
which the decedent had no ‘beneficial interest,’ then the measurement of 
the tax by the decedent’s total wealth-disposing power is merely an exercise 
of legislative discretion” even if the burden of individual beneficiaries is 
increased by aggregating the decedent’s own assets and the appointive 
property. In the light of this principle of legislative discretion, there was 
no need to say more than was already said. But the principle was deemed 
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85 309 U.S. at 539. 
86 See Part III. 
87 See cases cited in note 25 supra. 
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inadequate as soon as it was stated. For the Justice still thought it neces- 
sary to explain why the tax was not arbitrarily conceived though one 
might have thought that an explanation was unnecessary. The legislature 
could assume, the Justice continued, that “special powers of appointment 
are ordinarily designed for ends similar to those in the present case— 
namely, to enlarge the donee’s range of bounty, however narrowly re- 
stricted the enlargement may be, to a circle of beneficiaries closely related 
to, if not identical with, those whom the donee would be naturally dis- 
posed to favor. To the extent that this is true, there is compensation for 
those who may succeed to the donee’s individual property, and who must 
pay a larger tax, because the appointive property is included in the gross 
estate.” ** 

The Whitney case invites a further examination of death and economics. 
We begin with a trust measured by the life of the settlor’s brother, who is 
wholly unconcerned with the devolution of the trust property. Upon the 
brother’s death the property passes outright to beneficiaries designated in 
the instrument. The brother’s demise undoubtedly produces “a shift in 
economic interest,” and a succession duty may undoubtedly be imposed on 
and measured by the interest received by each remainderman. But is it 
permissible to add the remainder interests to the brother’s property and 
then measure an estate tax by the value of the aggregate? At the present 
time the result seems so harsh as to be condemned.*® In other words, 
while an individual “may by his death bring into being greater interests 
than he himself has ever enjoyed” and the “advantages thus realized” 
may be partially diverted through death duties, those interests are not 
automatically attributable to the decedent in computing his estate tax. A 
“shift in economic interest” through death is one thing; an estate tax 
measured by the sum of the shifting interest and the decedent’s individual 
property is another. And the validity of an estate tax which is so measured 
ultimately turns on the question whether the measure oversteps the limits 
of rational legislative behavior as perceived by the Justices of the Supreme 
Court. 


88 309 U.S. at 539-41. These words were followed by: “The legislature can hardly 
particularize the instances and draw up a tariff of compensations, and it is certainly not 
the province of courts to make the attempt. It suffices that the legislature has seen 
fit to frame a general enactment drawn on lines not offensive to experience and aimed 
at curing a revealed inequality in the state’s taxing system.” The “revealed inequality” 
referred to a matter discussed by Mr. Justice Frankfurter in connection with “the equal 
protection of the laws” under the Fourteenth Amendment. The Justice did not men- 
tion special powers held by a disinterested trustee for the benefit of persons who do not 
at all fall within his range of bounty. A power of this kind might be given to a close 
friend. If confronted with such powers the Justice would probably reply that a general 
levy on special powers is nevertheless “not offensive to experience” and so affords due 
process. See id. at 541. 

8° Compare discussion in Part III of United States v. Jacobs, 306 U.S. 363 (1939). 
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The distinction just stated returns us anew to fundamentals. The due 
process clause has been repeatedly invoked for the beloved proposition 
that property not “transmitted” by will or intestacy is not taxable as 
property of the decedent. Otherwise—to echo the accompanying admoni- 
tion—the tax on the “transmission” of the decedent’s property would be 
measured by the value of property owned by another person.* As origi- 
nally conceived by the Supreme Court, a “transmission” at death consisted 
of two interrelated consequences brought about by that event. Death 
terminated an interest in the decedent and simultaneously “shifted” or 
“passed” the interest to the survivor. This notion of a “transmission’’ is 
evidenced by the common assertion that the estate tax is levied on the 
interest which ceases through death.‘ But when the survivor acquires a 
greater interest than the decedent himself ever had, the notion of a “trans- 
mission” becomes a trifle esoteric if the greater interest is said to “shift” 
from the decedent.*? Nevertheless we now know that the estate tax is 
not limited to the value of the decedent’s interest at his death.** The tax 
may even reach property in which the decedent has no beneficial interest 
at all when he dies.** Hence it may be said, in behalf of the due process 
argument, that the estate tax is being measured by property which is not 
the property of the decedent, regardless of any “passing” or “shifting.” 

The argument has evoked diverse answers. One reply, as in the Tyler 
case, emphasizes that due process is fully respected if the decedent him- 
self originally supplied or contributed the entire property in question.“ 
This response implies that due process is not to be appraised merely in 
terms of the interest remaining in the decedent at death. However, the 
response is necessarily limited, for it applies only when the decedent is the 
source of the property. A second answer, contained in the Jacobs opinion, 
puts the matter this way: If the decedent’s death effects “a distinct shift- 
ing of economic interest, a decided change for the survivor’s benefit,” 
encompassing the entire property, Congress may measure the tax by the 


40 See Part II. 


41 [bid. 
42 Cf. Keeney v. New York, 222 U.S. 525, 534 (1921): “Wherever the amount of the 
tax is ... to be measured by the value of property, it has been earnestly argued that 


it was to tax the property itself, and that to ignore that feature is to put the name above 
the fact. But when the state decides to impose such a tax the amount must be deter- 
mined by some standard. To require the same amount to be paid on all transfers is not 
so fair as to impose the burden in proportion to the value of the property. An excise on 
transfers therefore does not lose that character because the amount to be paid is deter- 
mined by the values conveyed.” 

48 See Estate of Madison, 26 Cal.2d 453, 461, 159 P.2d 630, 635 (1945). The Ameri- 
can Bankers Association seems to be unaware of what we know. See Report Proposing 
Amendments to Federal Income, Estate, and Gift Tax Laws, 30-31 (Jan. 1946). 

44 See Part V. 

45 This response was entwined with an “event” at death. See Part III. 
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value of the whole, including the existing interest of the survivor.** But, 
as we have seen, property may not be freely treated as the decedent’s in all 
situations because of “a distinct shifting of economic interest” occasioned 
by his death. Due process limits the taxing power in matters of sub- 
stance,*” and the measure of liability must satisfy some ethical standard 
associated with due process. The Jacobs opinion assumed that this standard 
was met because the decedent at death had so substantial a stake in the 
property as to make it reasonable to attribute the property to him. 

The Whitney opinion contains a more inclusive answer. Any values 
“shifted” by death may be combined with the decedent’s individual assets 
if the aggregation is justified by some rational policy consideration. The 
objection that A’s tax may not be measured by B’s property therefore 
misses the essential point of inquiry—whether the measurement reflects 
a wholly arbitrary view of things. In resolving this question of legislative 
reasonableness, one should naturally consider the decedent’s contacts with 
the property before or at death. “Liability may rest upon the enjoyment 
by the taxpayer of privileges and benefits so substantial and important as 
to make it reasonable and just to deal with him as if he were the owner, 
and to tax him on that basis.” ** We also add the obvious that what is 
“substantial” and “important”? depends upon the precise circumstances 
which attend the inquiry. Since ideas of the “reasonable” and the “just” 
should be concerned with concrete practicalities, the circumstances should 
include such items as avoidance and its prevention.“ 

Under the Whitney case an estate tax may be measured by property 
which the decedent neither owned nor enjoyed while alive.*® Is not the 
tax a fortiori measurable by property which the decedent enjoyed though 
never owned? We now touch upon a matter which others would prefer 
to leave alone. The estate tax has always offered 2 generous premium to 
property placed in trust, as contrasted with property transferred outright. 
If a testator bequeaths his property to his son, who later bequeaths the 
property to his own child, the property is taxed on the death of each testa- 
tor. If, however, our first decedent creates a trust so that the income from 
the property is paid to the son and the remainder to the grandson, no tax 


46 Tbid. 

47 See Part II, note 23. 

48 Burnet v. Wells, 289 U.S. 670, 678 (1933). 

49In order to thwart avoidance the estate tax on appointive property applies though 
the power is exercisable in conjunction with another person. For a brief consideration 
of the constitutional aspects, see Eisenstein, Powers of Appointment and Estate Taxes: II, 
52 Yate L. J. 494, 514 (1943). Compare the discussion in Part VII of incidents of owner- 
ship exercisable by the insured and another person. 

50 Cf. Sibley, J., dissenting in Newman v. Comm’r, 76 F.2d 449, 453 (C.C.A.5th 1935), 
cert. denied, 296 U.S. 600 (1935): “... I believe in the iniquity of taxing a decedent’s 
estate with respect to wealth which he never owned.” 
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is due when enjoyment of the property moves from the life tenant to the 
remainderman.** We may expect this loophole to be with us for some 
time,®? but we should not impute our expectations to the Constitution.” 
The Whitney opinion sanctions an estate tax if death brings about “a 
shift in economic interest” and the property may reasonably be attributed 
to the decedent. In short, these conditions are met when a life tenant dies 
and the remainder falls in.” 

Property “shifts,” Mr. Justice Frankfurter has stated, if “one person 
acquires economic interests in property through the death of another per- 
son, even though such acquisition is in part the automatic consequence of 
death.” °° This observation fits the life estate-remainder sequence like 
a glove, as does the further statement that death may “bring into being 
greater interests in property” than the decedent “himself has ever en- 
joyed,” and that “advantages thus realized” may be subjected to death 
duty.** In short, the Whitney opinion teaches us that the sufficiency of the 
“shift” is not adversely affected by the remainderman’s final acquisition 
of a greater interest than the life tenant ever enjoyed.’ Our remaining 
problem is whether only an arbitrary judgment would place the trust 
property in the gross estate of the life tenant. The Whitney opinion does 
not supply a specific answer to this specific question, but we know at least 
that the inclusion of the entire corpus is not vulnerable merely because 
the life tenant never owned the property. Yet little more knowledge is 
needed to sustain our supposed tax, even if we refuse to agree that 


51 See discussions in PAUL, TAXATION FoR Prosperity 314 (1947) ; WorMsER, Funpa- 
MENTALS OF EstaTE PLANNING 71, 95 (1944) ; Griswold, Co-ordinating Federal Income, 
Estate and Gift Taxes, 22 Taxes 6, 8 (1944); Mills, Transfers from Life Tenant to 
Remainderman in Relation to the Federal Estate Tax, 19 Taxes 195 (1941); James, 
Family Trusts and Federal Taxes, 9 U. or Cut. L. Rev. 427, 428-29 (1942) ; Eisenstein, 
Are We Ready for Estate and Gift Tax Revision? 23 Taxes 316, 318, 323 (1945), Mod- 
ernizing Estate and Gift Taxes, 24 Taxes 870, 872 (1946); and Powers of Appointment 
and Estate Taxes: II, 52 Yate L. J. 494, 552 (1943). Compare Macitt, THe Impact 
oF FeperaAL Taxes 93-94, 109 (1943); Phillips, Social Control Through Taxation of 
Estates and Trusts, 23 Corn. L. Q. 113, 114 (1937), with Conant, Wanted: American 
Radicals, Atlantic Monthly, May, 1943, pp. 41, 43. 

52 Cf. Federal Estate and Gift Taxes, A Proposal for Integration and Correlation with 
the Income Tax, 62 (U. S. Gov't P. O. 1947). 

53 But cf. Federal and State Death Taxes, REPORTS TO THE JOINT COMMITTEE ON INTER- 
NAL REVENUE TAXATION 115 (1933). 

54 The conditions are also met if enjoyment moves from one life tenant to another 
before the remainder falls in. 

55 309 U.S. at 538. 

56 Jd. at 539. 

57In the Whitney case the decedent had a life estate in the property and the Court 
said nothing of the life estate in justifying the tax under the Constitution. However, 
those who asserted the tax relied on the presence of the power. See Brief for Appellee, 
pp. 8 et seq. 
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untrammelled ownership is at best a life estate as long as immortality is 
beyond our grasp. 

A life estate-remainder sequence is a simple device for skipping estate 
tax when the life tenant dies. In tolerating the process of skipping, the 
estate tax discriminates effectively against outright transfers of property.” 
The inclusion of the trust property in the life tenant’s gross estate would 
“protect the revenue and avoid an unequal distribution of the tax bur- 
den.” °° In addition, if we may again dip into the Whitney opinion, the 
legislators might reasonably believe that remaindermen are ordinarily 
“beneficiaries closely related to, if not identical with,” persons to whom the 
life tenant would usually bequeath his property.®° Generally speaking, 
those who take the life tenant’s free assets are compensated for any larger 
tax they have to bear because the trust property is included in his gross 
estate. Finally, “if we would guide by the light of reason,” © an estate 
tax measured by property which the decedent enjoyed while alive seems 
more responsive to good sense than an estate tax measured by property 
which the decedent could only enable others to enjoy after he was dead. 
The Whitney opinion authorizes an estate tax although the decedent does 
not enjoy the property during life. But it by no means implies that enjoy- 
ment during life is to be summarily excluded from the equation of 
reasonableness. 

In the last few years there has been a considerable commotion over 
powers of appointment. The expanding literature on the subject is pain- 
ful proof that the relevant in taxation may be painstakingly overlooked 
while the irrelevant is religiously contemplated.*“* Much has been written 
about taxable powers and tax-exempt powers. Apparently weak statutes 
may arouse strong emotions. The legislation of 1942 does not begin to 
solve the present skipping of estate tax via the trust mechanism. Indeed, 
the legislation is naively dedicated to the continuance of skipping or, less 
politely, avoidance. 


VII. Lire INSURANCE AND ADVENTURES IN CONFUSION 


The first estate tax statute neglected life insurance. By 1918 the wages 
of neglect had become embarrassing. “Agents of insurance companies” 


58 See Keeney v. New York, 222 U.S. 525, 535 (1912), on encouraging “conveyances 
in fee.” 

59 Cf. Fernandez v. Wiener, 326 U.S. 340, 358 (1945). This decision, which fortifies 
the inferences from the Whitney opinion, is discussed in Part VIII. 

60 See 309 U.S. at 540-41. 

61 Cf. note 38 supra. 

62 Cf. New State Ice Co. v. Liebmann, 285 U.S. 262,.311 (dissent) (1932). 

83 See note 57 supra. 

64 See note 24 supra. 


i) 
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had “openly urged persons of wealth to take out additional insurance pay- 
able to specific beneficiaries for the reason that such insurance would not 
be included in the gross estate.’””* The Treasury had confessed that insur- 
ance proceeds were not taxable if the policy “named a definite beneficiary” 
and the proceeds were “paid directly to such beneficiary.” * In order to 
“make the estate tax work” * the 1918 Act redefined the gross estate to 
include amounts receivable by either the executor or other beneficiaries 
“under policies taken out by the decedent upon his own life.” * The same 
act also made the beneficiaries liable to the executor for a pro rata portion 
of the total estate tax." The amendment taxing life insurance proved to 
be one of those seemingly simple statutes which constantly create compli- 
cations. Over a period of twenty years the Treasury moved uncertainly 
from one interpretation to another without attaining peace of mind.* Yet 
even if we discount the wisdom of hindsight, the statute was relatively 
blameless and the Treasury was a victim of circumstances both within and 
beyond its control. 

The underlying message of the statute should have been clear enough 
in view of its avowed objective.’ The controlling purpose was the pre- 
vention of avoidance through insurance “taken out” in behalf of specific 
beneficiaries. Avoidance had been effected by transmuting taxable prop- 
erty into tax-free insurance on the life of the decedent.* If avoidance was 
to be frustrated, a policy “taken out” by the insured was at the very least 
a policy purchased by the insured and so representing a fund previously 


1 See H. R. Rep. No. 767, 65th Cong., 2d Sess. 22 (1918). 

2 Reg. 37 (1917 ed.), Art. X. In the same article the Treasury stated that insurance 
was taxable if originally payable to the executor and then transferred in contemplation 
of death “to another beneficiary or trustees for another beneficiary.” Cf. Reg. 37 
(1916 ed.), Art. IV(1), which taxed “insurance, not payable directly to a beneficiary 
named in the insurance contract, but passing as a part of the administered estate.” 

3 See John Hancock Mutual Life Insurance Co. v. Helvering, 128 F.2d 745, 748 
(App. D. C. 1942). 

Revenue Act of 1918, Sec. 402(f), eventually enacted as I.R.C. § 811(g). The same 
section granted a special insurance exemption of $40,000, which was eliminated by section 
404 of the 1942 Act. See Paut, SupPLEMENT TO FEDERAL Estate AND Girt TAXATION 
§ 10.32 (1946). 

5 Revenue Act of 1918, Sec. 408—the ancestor provision of § 826(c) of the Code. 
The latter was revised by section 404(b) of the 1942 Act. See 1 Paut, Feperat Estate 
AND Grrr Taxation § 13.55 (1942), and SuppLeMENT TO FEDERAL EsTaATE AND GIFT 
Taxation § 13.55 (1946). The 1918 Act became effective for estate tax purposes on 
February 24, 1919, at 6:55 p.m. See Reg. 80 (1937 ed.), Art. 1. 

6 For summaries of the Treasury’s shifting moods, see 1 Paut, FeperaAL Estate AND 
Girt Taxation § 10.13 (1942) ; Schlesinger, Taxes and Insurance: A Suggested Solu- 
tion to the Uncertain Cost of Dying, 55 Harv. L. Rev. 226, 230 (1941). 

7 But cf. Walker v. United States, 83 F.2d 103, 107 (C.C.A.8th 1936). 

* See H. R. Rep. No. 767, 65th Cong., 2d Sess. 22 (1918). 
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eligible for taxation.° Conceivably our friend, the reasonable “man in 
the street,” might read “taken out”’ by the insured as meaning “applied for” 
by the insured.*® In that case he would ignore the fears which motivated 
the draftsmen. If the insured applied for the policy, the proceeds would be 
included in his gross estate though another paid the premiums and the 
insured did not transform his assets into insurance. Conversely, if 
another applied for the policy, the proceeds would not be included though 
the insured paid the premiums and transformed his assets into insurance. 

At first the Treasury took the statute at its apparent word in the light 
of its apparent purpose.** Insurance was “taken out” by the decedent in 
all cases where he paid the premiums, whether or not he made the appli- 
cation.** On the other hand, the insurance was not “taken out” by him if 
another person paid the premiums, “and not out of funds belonging to, 
or advanced by, the decedent.” However, the decedent’s payment of 
premiums did not necessarily render the proceeds taxable. If the decedent 
assigned the policy, retaining “no interest therein,’ and then refrained 
from paying premiums, the proceeds were removed from his gross estate.* 
Perhaps the Treasury thought that a policy, like any property, may be 
given away during life, and that the general rule absolving gifts from 
estate tax should exonerate a policy passing into the complete owner-hip 
of another.** Perhaps the Treasury feared constitutional disaster on the 


8 See Igleheart v. Comm’r, 77 F.2d 704, 711 (C.C.A.5th 1935), cited with evident 
approval in Lang v. Comm’r, 304 U.S. 264, 270 (1938). In Heiner v. Donnan, 285 U.S. 
312, 333 (dissent) (1932), Mr. Justice Stone spoke of “life insurance proceeds” purchased 
by the decedent in summarizing the statute. Cf. Reinecke v. Northern Trust Co., 278 U.S. 
339, 348 (1929), in which he referred to insurance “effected by the decedent” and “pass- 
ing out of his control, possession or enjoyment” at death. 

10 Cf. John Bromley, 16 B.T.A. 1322 (1929), involving proceeds payable to the in- 
sured’s estate; Bessie M. Ballinger, 23 B.T.A. 1312 (1931), relating to a group policy 
payable to a specific beneficiary; and see 1 Paut, FepERAL EstaTE AND Girr TAXATION 
530 (1942), and SuppLEMENT To FEDERAL EsTaATE AND Girt TAXATION 367 (1946). 

11 See Reg. 37 (1919 ed.), Art. 32; Reg. 37 (1921 ed.), Art. 32. A contemporaneous 
administrative interpretation is often characterized as highly persuasive evidence of what 
the legislators contemplated. See PAut, SUPPLEMENT TO FEDERAL EsTaTE AND GIFT 
TAXATION 600 (1946) ; Eisenstein, Some Iconoclastic Reflections on Tax Administration, 
58 Harv. L. Rev. 477, 526 (1945). But this outlook varies in intensity. See, e.g., Trust 
of Bingham v. Comm’r, 325 U.S. 365 (1945); American Chicle Co. v. United States, 
316 U.S. 450 (1942); Maass v. Higgins, 312 U.S. 443 (1941). 

12 Even at this early date “direct” and “indirect” payments were treated alike. 

18 The Treasury did not define “no interest therein.” 

14 The regulations provided that insurance payable to the executor was taxable under 
the 1916 Act as well as the 1918 Act. Reg. 37 (1919 ed.), Art. 35; Reg. 37 (1921 ed.), 
Art. 35. The provision was in line with the explanation that such insurance was already 
taxable as an asset of the decedent, and that to this extent the insurance section was 
declaratory of existing law. See H. R. Rep. No. 767, 65th Cong., 2d Sess. 22 (1918). 
The regulations also stated that the 1916 Act reached insurance “originally payable 
to the estate,” and “transferred by the decedent to specific beneficiaries in contemplation 
of death.” 
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assumption that an estate tax requires a “transmission” at death and a 
“transmission” requires the termination of some interest in the deceased. 
Regardless of the motivating factors, the Treasury indulged in an incon- 
sistency. The regulations implied that if the insured paid premiums after 
the assignment, the entire proceeds or the proceeds attributable to those 
premiums would be taxable, though the payment of the premiums and the 
assignment of the policy would still be gifts. 

The regulations construing the 1921 Act made a change.** Insurance 
proceeds were exonerated from tax only if the beneficiary had “actually 
paid” the premiums. The Treasury may have reasoned that premiums 
paid by a third person are gifts to the insured and should accordingly be 
attributed to the insured. There was no mention of the applicable rule if 
both the insured and the beneficiary paid the premiums.*® The regulations 
issued under the 1924 Act were less reserved.’ They stated that if the 
beneficiary paid a portion of the premiums and the insured paid the re- 
mainder, the proceeds were taxable in the proportion that the premiums 
paid by the latter bore to the sum of the premiums paid. At the same time 
the provision on assignments was eliminated—probably because of a 
desire to tax the proceeds attributable to the insured’s premium payments 
before the assignment. The following regulations ** under the 1926 Act 
declared the proceeds tax-free if the insured had died between the effective 
dates of the 1918 and 1924 Acts and if the beneficiary receiving the pro- 
ceeds had been designated as such and given a “vested interest” before 
enactment of the 1918 Act.*® This new qualification stemmed from two 
developments. In Lewellyn v. Frick ** the Supreme Court had decided 
that the insurance statute did not tax policies procured before enactment 
of the 1918 Act and payable to previously designated beneficiaries or 
assignees. But meanwhile the 1924 Act had provided that such policies 
were taxable if the insured died after its effective date.” 

In early 1929 the Treasury revised its views on policies obtained in 
the tax-free days before the 1918 Act.** Insurance previously “taken out” 





15 Reg. 63, Art. 27, interpreting Revenue Act of 1921, Sec. 402(f). 

16 Insurance payable to beneficiaries other than the estate was deemed tax-free if the 
insured died before the effective date of the 1918 Act, unless the insurance was originally 
payable to the estate and “later assigned, or made payable, to a specific beneficiary in 
contemplation of, or intended to take effect in possession or enjoyment at or after the 
decedent’s death.” Reg. 63, Art. 30. Similar provisions appeared in Reg. 68, Art. 25; 
Reg. 70 (1926 ed.), Art. 27. 

17 Reg. 68, Art. 25, interpreting Revenue Act of 1924, Sec. 302(g). 

18 Reg. 70 (1926 ed.), Arts. 25, 27, interpreting Revenue Act of 1926, Sec. 302(g). 

19 See note 5 supra. 

20 268 U.S. 238 (1925), discussed in this Part, infra. 

21 Revenue Act of 1924, Sec. 302(h). See this Part, infra, with respect to Industrial 
Trust Co. v. United States, 296 U.S. 220 (1935). 

22 Reg. 70 (1929 ed.), Arts. 25, 27. 
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and payable to specific beneficiaries became taxable “where the decedent 
during his life retained” such “legal incidents of ownership in the policies” 
as “a power to change the beneficiary, to surrender or cancel the policies, 
to assign them, to revoke an assignment of them, to pledge them for loans, 
or to dispose otherwise of them and their proceeds for his own benefit.” 
But insurance payable to specific beneficiaries was taxable, irrespective of 
retained incidents of ownership, if the decedent died after enactment of 
the 1924 Act and the insurance was “taken out” or the beneficiary receiv- 
ing the proceeds was named after enactment of the 1918 Act.* The 
Treasury changed its mind since the Supreme Court had just spoken again. 
In Chase National Bank v. United States, the Court had sustained an 
estate tax on insurance payable to a specific beneficiary because the de- 
cedent’s demise had terminated his incidents of ownership and thereby 
effected a “transmission.” In Reinecke v. Northern Trust Company * the 
Court had upheld, on the basis of its Chase National Bank decision, an 
estate tax on a transfer in trust made before the imposition of tax and 
revocable by the donor at death. The Treasury succumbed to the inference 
that the combined rationales of both opinions also applied to life insur- 
ance, though the policy was procured and the beneficiary named before 
insurance became taxable, if the insured controlled the economic benefits 
of the policy until death. 

At this stage of administration the taxability of insurance still hinged 
primarily on the source of the premium payments. The function of inci- 
dents of ownership was to bolster the statute against charges of retro- 
activity. In 1930, however, a transformation began which became more 
confusing as it proceeded. In this new phase the Treasury first concluded 
that the Chase National Bank decision was really a liability instead of an 
asset. The decision was read as a constitutional admonition against estate 
tax incidence, regardless of when the insurance was “taken out” or the 
beneficiary named, unless the insured retained an incident of ownership 
until death.”* The revised regulations mildly suggested that possession of 


28 Regardless of incidents of ownership, the proceeds were taxable in the éase of a 
decedent who died between the dates of enactment of the 1918 and 1924 Acts if the 
insurance “was taken out or the beneficiary receiving the proceeds was named, after 
the enactment of the particular revenue act in force and effect at the time of such a 
decedent’s death.” As a result insurance was not taxable if the insured died under the 
auspices of the 1921 Act, the policy had been “taken out” and the beneficiary named 
between the dates of enactment of the 1918 and 1921 Acts, and the insured had not retained 
any incidents of ownership. The reason for this curious immunity remains obscure. Cf. 
Milliken v. United States, 283 U.S. 15 (1931); Phillips vy. Dime Trust & S. D. Co., 
284 U.S. 160 (1931). 

24278 U.S. 327 (1929). See Part II and this Part, infra. 

25 278 U.S. 339 (1929). See Part II and Part IV. 

26 T.D, 4296, IX-2 Cum. Buty. 427 (1930), amending Reg. 70 (1929 ed.), Art. 27. 
See further I.T. 2553, IX-2 Cum. Butt. 101 (1930). 
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an incident at death might suffice even if another had “taken out” the in- 
surance. In 1932 the Treasury repaired the wording by confining estate 
tax liability to insurance “taken out” by the insured himself.** Then in 
1934 the Treasury reappraised the situation and reinterpreted the statute.”* 
Under the new administrative version insurance was “taken out” by the 
insured if he paid the premiums, or a person other than the beneficiary 
paid the premiums, or the insured possessed any of the incidents of owner- 
ship. For the first time the regulations stated that an insured possessed 
an incident if the beneficiaries’ rights to receive the proceeds were “con- 
ditioned upon” their “surviving the decedent.” 

The administrative judgment had begun to run riot in its quest for an 
agreeable certainty. The words “taken out” were about strained to the 
breaking point. Under the new dispensation a policy was not “taken out” 
by the insured if the beneficiary paid the premiums and acquired the inci- 
dents of ownership. For some reason the opposite was true if the bene- 
ficiary paid the premiums but the insured had an incident of ownership 
at death. The Treasury’s interpretation was directed toward the worth- 
while end of taxing all insurance within the insured’s economic control.” 
While the statute at first sought to prevent avoidance via insurance pur- 
chased by the insured, the evil initially responsible for a statute does not 
necessarily congeal its meaning for all time. Statutes are designed to cope 
with an unknown future as well as a familiar present.*° The fundamental 
difficulty here was the statute’s inability to carry the load which the Trea- 
sury imposed. Furthermore, the same words meant too many different 
things at the same time. In any event the Treasury had pushed forward 
to unreasonable lengths. Proceeds were placed in an insured’s gross estate, 
though he never paid the premiums and never possessed economic control, 
if the beneficiaries’ rights to receive the proceeds depended on their sur- 
viving him.** 

If the 1934 regulations were unkind to the statute, they were also un- 
kind to the need for clarity. The words “taken out” had three independent 
meanings, yet only one of these meanings was really significant. Insur- 
ance receivable by specific beneficiaries was not taxable unless “the decedent 


27 T.D. 4331, XI-1 Cum. Butt. 330 (1932). 

28 Reg. 80 (1934 ed.), Art. 25. 

29 However, the same cannot be said of the Treasury’s view that a policy was “taken 
out” by the insured, regardless of incidents of ownership, if another person, not the 
beneficiary, paid the premiums. 

80 See Browder v. United States, 312 U.S. 335, 339-40 (1941); Paut, SupPLEMENT TO 
FeperaL Estate AND Girt TAXATION § 10.30 (1946). Cf. Carpozo, THe NaTuRE OF THE 
Jupicrat Process 83-85 (1921). 

81 Cf. 1 Paut, Feperat Estate anp Girr Taxation § 10.20 (1942) ; Eisenstein, The 
Hallock Problem: A Case Study in Administration, 58 Harv. L. Rev. 1141, 1175 (1945). 
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possessed at the time of his death any of the legal incidents of owner- 
ship.” ** But under the regulations a decedent who possessed any of these 
incidents had necessarily “taken out” the insurance. It was therefore 
immaterial whether he or someone else had paid the premiums. This con- 
fused state of affairs illustrated the elementary error of failing to dis- 
tinguish between constitutional interpretation and statutory interpreta- 
tion.** At the outset the Chase National Bank decision had been welcomed 
as an ally in taxing policies obtained before the enactment of the 1918 
Act. Now the Treasury decided that the case permitted an estate tax only 
if the decedent possessed an incident at death. Its change of attitude was 
probably encouraged by other opinions which required a “transmission” 
from the dead to the living.** Assuming that the Chase National Bank 
decision forbade an estate tax unless the insured possessed an incident 
of ownership at death, the Treasury could have recognized the prohibi- 
tion by adhering to the premium payment test and simply adding the 
incident of ownership requirement as a constitutional limitation. Instead 
the Treasury attempted to make a virtue out of necessity. The principle 
that the cessation of an incident through death is a “transmission” in the 
constitutional sense led to the rule that the insurance affected was ipso 
facto taxable in the statutory sense. In order to justify this result in terms 
of the statute the Treasury was compelled to reason that the insured had 
“taken out” the policy if he possessed an incident of ownership. Unfortu- 
nately, as soon as the Treasury reasoned in this fashion, the premium 
payment test became superfluous. For life insurance could not be taxed 
unless the insured had an incident of ownership at death, and if he had an 
incident of ownership at death he had “taken out” the insurance.* 

The Treasury itself conceded in 1937 that its reasoning left no room 
for the premium payment test. Newly revised regulations frankly de- 
clared that life insurance was “taken out” by the decedent if he acquired 
ownership of the policy or any incident of ownership.** The regulations 


32 Reg. 80 (1934 ed.), Art. 27. 

83 See Pau, STUDIES IN FEDERAL TAXATION, SECOND Series 149 (1938). Cf. Part I. 

84 See Parts II, III and IV. 

85In Walker v. United States, 83 F.2d 103 (C.C.A.8th 1936), dealing with an insured 
who had died in 1928, the 1934 regulations were declared invalid as applied to the portion 
of insurance purchased by the beneficiary. 

86 Reg. 80 (1937 ed.), Art. 25. Under Article 27 the proceeds were taxable “if the 
decedent possessed at the time of his death any of the legal incidents of ownership.” Arti- 
cle 25 provided that as regards decedents “dying before November 7, 1934 (the date of 
approval of the 1934 edition of Regulations 80),” proceeds would be taxed, regardless of 
incidents of ownership, as provided in Reg. 70 (1929 ed.), Art. 27. See this Part, supra. 
These earlier regulations had taxed on the basis of premium payments. But if this test 
was invalid, how could it be applied to any class of decedents? Cf. Higgins v. Comm’r, 
129 F.2d 237, 242-43 (C.C.A.1st 1942), cert. denied, 317 U.S. 658 (1942). 
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conformed to the dictates of logic by ignoring the major premise of the 
statute. According to the premise, insurance proceeds representing an 
outlay of funds by the insured should be included in his gross estate. Under 
the regulations such an outlay was immaterial. If the insured never 
acquired an incident of ownership, he was free to deplete his taxable 
assets through the purchase of insurance. Most likely the Treasury found 
solace in the belief that the Supreme Court’s constitutional law was the 
culprit which should bear the blame. 

By 1941 the charm of the Chase National Bank decision had worn off, 
and as the influence of the opinion departed the influence of the statute 
returned. In the Lang case ** the Supreme Court had declined to pass upon 
the incidents of ownership test. But the Court had refused to infer, in 
“the absence of a clear declaration,” that “Congress intended insurance 
bought and paid for with the funds of another than the insured and not 
payable to the latter’s estate, should be reckoned as part of such estate for 
purposes of taxation.” ** The regulations were again rewritten to restore 
the premium payment rule and to discard the incidents of ownership rule.*® 
Henceforth insurance was to be taxed as “taken out” by the decedent if he 
paid the premiums or other consideration in acquisition of the insurance.*° 
If the payments were borne by the decedent and another person, the in- 
surance was to be considered “taken out’’ by the decedent in the proportion 
that his payments bore to the aggregate of the payments.** Like the first 
regulations construing the statute, the new regulations of 1941 did not 
distinguish between payments by the beneficiary and payments by some 
third person. But unlike the initial regulations, the revision of 1941 
divorced tax liability from incidents of ownership. Insurance purchased 
by the insured was taxable whether or not the incidents passed to the bene- 
ficiary before death.* 


87 Lang v. Comm’r, 304 U.S. 264, 270 (1938). 

38 Note the possible intimation that insurance payable to the estate was taxable though 
not purchased by the insured. See note 40 infra. 

89 Reg. 80 (1937 ed.), Art. 27, as amended by T.D. 5032, 1941-1 Cum. Butt, 427. See 
1 Paut, Feperat Estate anp Girt Taxation § 10.14 (1942). 

40 T.D. 5032 amended Reg. 80 (1937 ed.), Art. 26, so that insurance payable to the 
decedent’s estate was taxable “though all the premiums or other consideration wherewith 
the insurance was acquired may have been paid by a person other than the decedent.” 
Cf. John Bromley, 16 B.T.A. 1322 (1929). But see 1 Paut, FeperaL Estate anp GIFT 
Taxation 548 (1942). 

41 Premium payments by the insured on or before January 10, 1941—the effective 
date of T.D. 5032—were not to be considered unless the insured possessed an incident of 
ownership “at any time after such date or, in the case of a decedent dying on or before 
such date, at the time of his death.” 

42 As revised by T.D. 5032, Article 25 expressly stated that life insurance, “depending 
upon the facts of the particular case,” might be taxable under some provision other than 
the insurance statute. The one example given was a transfer of life insurance in con- 
templation of death. 
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The Treasury’s return to the beginning was not the end. In 1942 the 
statute was diagnosed as too ill for administrative medication and ill 
enough for legislative surgery. The Treasury recommended a new 
statute “* and, strange as it seems these days, Congress approved what the 
Treasury proposed.** The words “policies taken out by the decedent” were 
removed with the explanation that they had “produced confusion and 
unnecessary litigation.” “* Two independent criteria of taxability were 
established for insurance payable to specific beneficiaries: (1) the payment 
of premiums or other consideration by the insured ; and (2) the possession 
by the insured at death of one or more incidents of ownership.** Adminis- 
trative contradictions were finally transmuted into a workable synthesis.** 

The committee reports might have mentioned the Supreme Court as 
being prominently involved in the confusion. The Court first considered 
life insurance in Lewellyn v. Frick,** which dealt with the 1918 Act and 
eleven policies acquired by the decedent between 1874 and 1901. Before 
the enactment of that Act some of the policies had been made irrevocably 
payable to his wife and daughter, and the other policies had been assigned 
to them subject, in the case of three policies, to a reserved power of revoca- 
tion.*® The decedent died while the 1918 Act was in effect and the Gov- 
ernment included the proceeds in his gross estate. Arguments which are 
now familiar were made. The estate contended that the assignees’ interests 
had vested before death; that the tax was a direct levy on the property 
as such because nothing “passed” from the decedent; and that the tax 
was consequently void for lack of apportionment. The estate also charged 
a wholesale denial of due process. Insurance beneficiaries were personally 
liable for a portion of tax measured by the decedent’s property plus their 
own property—the insurance proceeds ; © the tax on the estate was mea- 
sured by property belonging to the insurance beneficiaries; and the tax 
was retroactively imposed on gifts made many years before. Aside from 
constitutional objections, the estate asserted that the 1918 Act did not 


48 See Hearings before the Committee on Ways and Means on Revenue Revision of 
1942, 77th Cong., 2d Sess. 91 (1942). 

44 Revenue Act of 1942, Sec. 404(a), amending I.R.C. § 811(g). See also Reg. 105, 
Secs. 81.25-81.27, as amended by T.D. 5239, 1943 Cum. Butt. 1081. 

45H. R. Rep. No. 2333, 77th Cong., 2d Sess. 162 (1942); Sen. Rep. No. 1631, 77th 
Cong., 2d Sess. 234 (1942). 

46 It makes no difference whether the insured possesses the incidents alone or in 
conjunction with another. See this Part, infra. 

47 For a detailed discussion of the new statute, see Paut, SUPPLEMENT TO FEDERAL 
EstaTE AND Girt TAxATIon §§ 10.30 e¢ seg. (1946). 

48 268 U.S. 238 (1925). 

49 See Frick v. Lewellyn, 298 Fed. 803, 804 (W. D. Pa. 1924), aff'd on other grounds, 
268 U.S. 238 (1925). But compare the erroneous impression in Edwin S. Rauh, 19 B.T.A. 
993, 996 (1930), that all the assignments were irrevocable. 

50 See this Part, supra. 
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apply to previously obtained policies.** The Government’s constitutional 
arguments were akin to those which were soon to appear in Nichols v. 
Coolidge.” The estate tax was characterized as a levy imposed on trans- 
fers at death, measurable by such transfers and testamentary transactions 
before death irrespective of any “transfer.” An assignment of a life 
insurance policy was regarded as testamentary because the donee’s enjoy- 
ment of the proceeds awaits the donor’s death. However, the tax was 
defended as a valid excise even if the subject of the levy turned out to be 
the initial transfer of title to the policies. 

The trial judge had thought that the tax was plainly invalid. “It is 
difficult to understand,” he wrote, “on what hypothesis this tax can be 
held valid.” ** The Supreme Court affirmed for other reasons. Mr. Justice 
Holmes observed that an estate tax on the policies would produce “grave” 
constitutional doubts which should be avoided if possible. “It is enough 
to point out,” he stated, “that at least there would be a very serious ques- 
tion to be answered” before the insurance beneficiaries could be required 
to pay a tax on the decedent’s “transfer of his estate.” °° “There would be 
another,” he added, “if the provisions for the liability of beneficiaries 
were held to be separable and it was proposed to make the estate pay a 
transfer tax for property that Mr. Frick did not transfer.” In order to 
avoid such doubts the statute was construed as applying to “transactions 
taking place after it was passed.” °° As a result the Court was also en- 
abled to respect the “general principle” which confines new statutes to later 
transactions “when to disregard” the principle “would be to impose an 
unexpected liability that if known might have induced those concerned 
to avoid it and to use their money in other ways.” ™ 

Mr. Justice Holmes implied that a constitutional doubt must be “grave” 


51 See 268 U.S. at 244-49, 251. 

52 274 U.S. 531 (1927). See Part IV. 

58 See Brief for Plaintiff in Error in Supreme Court, pp. 5, 40. 

54298 Fed. 803, 811 (W. D. Pa. 1924). The statute was deemed a “taking of prop- 
erty without due process of law—the levying of a direct tax without apportionment. . . .” 
The lower court’s reasoning left nothing of the tax on insurance payable to named 
beneficiaries, whether liability was “retrospective” or “prospective.” See, along similar 
lines, Wyeth v. Crooks, 33 F.2d 1018 (W. D. Mo. 1928). 

55 Mr. Justice Holmes thought that in view of the beneficiaries’ liability “the objection 
cannot be escaped by calling the reference to their receipts a mere measure of the 
transfer tax.” 268 U.S. at 251. Ironically, the provision apportioning estate tax liability 
between insurance beneficiaries and the estate (see note 5 supra) was probably inserted 
to strengthen the constitutional foundations of the tax on insurance. Frick’s will provided 
for the payment of taxes from the residuary estate. 298 Fed. at 806. Cf. I.R.C. § 826(c), 
as amended by Revenue Act of 1942, Sec. 404(b). See United States Trust Co. of New 
York v. Sears, 29 F. Supp. 643 (D. Conn. 1939). 

56 But cf. Reg. 37 (1919 ed.), Art. 35; Reg. 37 (1921 ed.), Art. 35. 

57 268 U.S. at 251-52. See Part III, involving the same principle. 
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before the doubt may rightfully affect the reading of a statute. Was his 
conclusion mindful of his implication? On another occasion Mr. Justice 
Holmes expressed “grave” doubts which were not “grave” when he came 
to resolve them.** The assignment of three of the policies had been hedged 
by a power of recapture. Four years later the Court upheld an estate tax 
on such Indian gifts because the proceeds “passed” at death.*® The Court 
also undermined Mr. Justice Holmes’ assumption that the tax on the three 
revocably assigned policies was retroactive.®° When we consider the three 
policies in isolation, Lewellyn v. Frick seems so poorly justified as to 
suggest that Mr. Justice Holmes and his brethren overlooked the insured’s 
power of revocation. This inference ties in with the Government’s failure 
to emphasize the power as a constitutional basis for the tax. 

But if we are properly to evaluate Mr. Justice Holmes’ opinion, the 
three policies should not be appraised apart from those in which the 
interests of the beneficiaries and assignees were beyond recall. At best 
there was a substantial question whether the proceeds of the other policies 
could be attributed to a “transmission” from the insured.® If a “trans- 
mission” was lacking, the objections about a tax on A, measured by the 
property of B, sufficed at the time to create “grave” constitutional doubts.* 
On the same assumption the tax was imposed on property transferred dur- 
ing life before tax was imposed. By confining the statute to “transactions 
taking place after it was passed,” Mr. Justice Holmes succeeded in avoid- 
ing these constitutional issues. Yet in limiting the statute to later trans- 
actions he could not easily distinguish between revocable and irrevocable 
assignments because the statute made no such distinction. As regards 
insurance “taken out” by the insured, the statute evidently taxed all policies 
payable to previously named beneficiaries and assignees or it taxed none 


58In Blodgett v. Holden, 275 U.S. 142, 147 (1927), Mr. Justice Holmes applied the 
principle of avoiding “grave” constitutional doubts to the gift tax in a context of retro- 
activity. About four months later the Justice found it “hard” to state “articulately” why 
Congressional power should be denied. See Untermyer y. Anderson, 276 U.S. 440, 446 
(dissent) (1928). 

59 Chase National Bank v. United States, 278 U.S. 327 (1929). 

60 See Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), discussed in Part IV. 
Cf. 1 Paut, Feperat Estate aAnp Girt Taxation § 10.06 (1942). 

61 The Government’s summary of the facts did not indicate that any assignments were 
revocable. See Brief for Plaintiff in Error, pp. 2-3. But the summary referred to 
Appendix A of the brief, which specified that powers of revocation had been reserved 
in three instances. See id. at 65, 67, 68. The taxpayer’s factual summary expressly noted 
the revocable assignments, as did the accompanying Appendix. Brief for Defendants in 
Error, pp. 16 and 15a-17a. Moreover, the lower court had been aware of the revocable 
assignments and decided that the three policies could not be taxed because the assignees’ 
interests had “vested” before death. See 298 Fed. at 804. 

62 The decedent had retained a reversionary interest in many of the policies. See 
Transcript of Record, pp. 15-22. 

68 See Parts II, III and IV. 
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of them. It lacked additional refinements on retained incidents of owner- 
ship for the special benefit of pre-1918 policies.™ 

The decision in Lewellyn v. Frick presupposed that the statute might 
tax the proceeds of a policy purchased after enactment of the 1918 statute 
though the insured irrevocably assigned all incidents of ownership before 
death. Otherwise Mr. Justice Holmes might have reasoned that the 
statute taxed only proceeds which were “transferred” at death; that pro- 
ceeds were not “transferred” if the insured had relinquished all incidents 
of ownership during life; that the proceeds of the revocably assigned 
policies were “transferred” at death and presented no constitutional diffi- 
culties ; and that the proceeds of the irrevocably assigned policies were not 
“transferred” and hence were not taxable under the statute. But Mr. 
Justice Holmes apparently assumed that the statute embraced both groups 
of policies, regardless of retained incidents of ownership. In fact, he 
avoided most of the constitutional questions only to the extent that he 
postponed the answers. The questions still remained. 

Lewellyn v. Frick-encouraged the Government to be cautious instead 


84 Lewellyn v. Frick drew no distinction between premium payments made before 
enactment of the 1918 Act and those made later. See 268 U.S. at 250. Compare discus- 
sion in Part III of Griswold v. Helvering, 290 U.S. 56 (1933). 

85 Since the statute did not distinguish between policies payable to the estate and 
policies payable to named beneficiaries, did it follow that even the former policies were 
not taxable if acquired before the 1918 Act? The Court of Claims answered this ques- 
tion by holding that Mr. Justice Holmes’ phrase “transactions taking place after it 
[1918 statute] was passed” referred, not to the acquisition of the policies, but to the 
assignments and designations of beneficiary which‘ prior to the enactment of the statute 
had divested the insured and his estate “of every vestige of interest” in the policies 
and proceeds. The Court also stressed the “well settled” rule that insurance proceeds 
payable to the insured or his estate are assets of the estate. Mimnaugh v. United States, 
66 Ct. Cl. 411 (1928), cert. denied, 280 U.S. 563 (1929). See also Broderick v. Keefe, 
112 F.2d 293, 296-97 (C.C.A.1st 1940), cert. dismissed on stipulation, 311 U.S. 721 (1940) ; 
Keefe v. United States, 46 F. Supp. 1016, 1020-21, 1023 (Ct. Cl. 1942), cert. denied, 
318 U.S. 768 (1943). This answer says too much. As the Court of Claims seemed to 
realize, a wise distinction cannot be drawn between policies payable to the estate and 
policies payable to a named beneficiary whom the insured may remove at will. Cf. 
Gaither v. Miles, 268 Fed. 692 (D. Md. 1920). However, if the Court of Claims cor- 
rectly understood Lewellyn v. Frick, pre-1918 insurance payable to beneficiaries named 
after the enactment of the 1918 Act was taxable because the “transaction” took place 
thereafter. 

Mr. Justice Holmes’ opinion would have made better sense if the Court had faced 
the constitutional questions and allowed the statute to apply to the extent that the 
Constitution permitted. As a rule it may be desirable to construe statutes so as to by-pass 
constitutional doubts. But it should also be remembered that a statute is being construed. 
While it may be disrespectful to impute invalid consequences to legislators, it may be 
more disrespectful to impute foolish consequences to them. The latter type of disrespect 
cannot even be attributed to a higher law which leaves the Court no choice after the 
Court has made its choice. Cf. Black, J., in United States v. Sullivan, 68 Sup. Ct. 331 
(1948) ; Paut, TAXATION FoR Prosperity 211 (1947). 
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of bold. In its next venture before the Supreme Court—Chase National 
Bank v. United States—the Government carefully relied upon a “trans- 
mission.” This “transmission” was the termination at death of the in- 
sured’s retained incidents of ownership. Of course, the taxpayer con- 
tended that the tax was direct because the proceeds were not transferred 
by the insured at death, and that the tax violated due process because the 
measure of the estate’s liability included property belonging to the insur- 
ance beneficiaries. Seven Justices held that the tax was validly imposed ; 
two Justices ** disagreed without divulging their reasons. 

Mr. Justice Stone’s opinion focused upon the insured’s reserved power 
to dispose of the policies “as completely as if he were himself the bene- 
ficiary of them.” * The question, as put by the Justice, was whether the 
termination of the power through death and “the consequent passing to 
the designated beneficiaries of all rights under the policies freed of the 
possibility of its exercise may be the legitimate subject of a transfer tax, 
as is true of the termination by death of any of the other legal incidents of 
property through which its use or economic enjoyment may be controlled.” 
The Justice answered that a “transfer” at death was available for taxation 
because the insured’s power left the gift incomplete as to him as well as 
the beneficiary until he died.** The estate had argued that whatever “trans- 
fer’? took place at death derived from the insurer and not the insured. 
Mr. Justice Stone rejected this concept of a “transfer” as too formalistic ; 
at the very least, he stated, the concept includes a “transfer of property 
procured through expenditures by the decedent with the purpose, effected 
at his death, of having it pass to another.” *° “Termination of the power 
of control at the time of death inures to the benefit of him who owns the 
property subject to the power and thus brings about, at death, the comple- 
tion of that shifting of the economic benefits of property which is the real 
subject of the tax, just as effectively as would its exercise. . . .”" The 
due process objection ™ was overruled with a bare minimun of ceremony. 
Since the termination of the insured’s power of disposition operated as a 
“transfer,” the tax was measurable by the value of the policies at death 


86 Justices Sutherland and Butler. Mr. Justice McReynolds could only concur in the 
result. 

87 The decedent had also kept a power to surrender the policies, to pledge them against 
loans and to dispose of the policies for his own benefit. 

68 278 U.S. at 334-37. 

69 Cf. United States Trust Co. v. Helvering, 307 U.S. 57, 60 (1939). 

70278 U.S. at 337-38. Cf. John Hancock Mutual Life Insurance Co. v. Helvering, 
128 F.2d 745, 747 (App. D. C. 1942). 

71 “Tt is said that both the tax on those who share in the decedent’s estate and that 
paid by the beneficiaries is larger than it otherwise would be if the proceeds of the insur- 
ance had not been included in the decedent’s gross estate.” Jd. at 338. Compare discus- 
sion in Part VII of Whitney v. State Tax Commission, 309 U.S. 530 (1940). 
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together with the value of all other property then transferred by him.” 
This response applied the principle of Knowlton v. Moore ™ that the estate 
tax is imposed on the property “transmitted” at death and is measured 
by the aggregate value of such property.” 

The Government defended the tax in the Chase National Bank case as a 
levy on a “transfer” at death.” The Court was content to stay within the 
limitations of that strategy."® Hence Mr. Justice Stone was not compelled 
to examine the more basic question whether the Constitution requires a 
“transfer” —especially if “retroactivity” is not involved.” This question 
soon became academic when the Court assumed that the statute itself 
demanded a “transfer.” "* History foolishly repeated itself. As in the 





72 278 U.S. at 338-39. 

73178 U.S. 41 (1900). 

74 See Part II. 

7 See Brief for the United States, pp. 13 ct seg. During argument Mr. Justice Suther- 
land asked counsel for the Government whether there was a constitutional distinction 
between insurance subject to a retained power to change the beneficiary and insurance 
not subject to such a power. Counsel hesitated to answer “categorically” but thought 
that “there is a decided difference, of course.” Mr. Justice Holmes then suggested, “There 
might be some difference between a statute passed before or one passed afterwards.” 
Transcript of Oral Argument, pp. 26-27. 

76 Mr. Justice Stone stated that there was “no question of the construction of the 
statute,” and that the tax in question was “plainly imposed.” 278 U.S. at 334. 

77 The last paragraph of the Chase National Bank opinion intimated that the statute 
required a “transfer” at death. See 278 U.S. at 339. In the companion opinion in 
Reinecke v. Northern Trust Co., 278 U.S. 339, 348 (1929), Mr. Justice Stone more than 
intimated this by stating that the statute taxed insurance “passing out of the control, 
possession or enjoyment of the decedent at his death.” 

78 For a similar failure to distinguish between the meaning of the statute and the 
constitutional law of the Chase case, see Levy’s Estate v. Comm’r, 65 F.2d 412 (C.C.A.2d 
1933) ; Pennsylvania Co., etc. v. Comm’r, 79 F.2d 295 (C.C.A.3d 1935), cert. denied, 
296 U.S. 651 (1935); Ballard v. Helburn, 9 F. Supp. 812 (W. D. Ky. 1933), aff'd, 
85 F.2d 613 (C.C.A.6th 1936); Philip W. Blood, 22 B.T.A. 1000 (1931); David A. 
Reed, 24 B.T.A. 166 (1931); Emily King Parker, 30 B.T.A. 342 (1934), aff'd, 84 F.2d 
838 (C.C.A.8th 1936) ; Louise S. Moore, 33 B.T.A. 108 (1935) ; Edith Huggard Sharp, 
33 B.T.A. 290 (1935), aff'd, 91 F.2d 804 (C.C.A.3d 1937) ; Guaranty Trust Co. of New 
York, 33 B.T.A. 1225 (1936) ; Thomas C. Boswell, 37 B.T.A. 970 (1938), petition dis- 
missed, C.C.A.2d Dec. 19, 1938. Cf. Guettel v. United States, 67 Ct. Cl. 613 (1929). For 
arguments to the same effect, resting on such frail supports as congressional re-enactment, 
see Fraenkel, Federal Taxation of Life Insurance Policies, 5 Brooxtyn L. Rev. 140, 
145-46 (1936). The Court of Claims has had a difficult time in making up its mind. 
At first the Court held that insurance purchased and assigned by the insured after the 
enactment of the 1918 Act was taxable, irrespective of incidents of ownership. Bailey v. 
United States, 27 F. Supp. 617 (Ct. Cl. 1939). Then it appeared that the assignee had 
paid all premiums falling due after the assignment, and the Court therefore held that 
none of the proceeds was taxable. 30 F. Supp. 184 (Ct. Cl. 1939). Later the court 
reconsidered and decided that regardless of the source of premiums paid after the assign- 
ment, the proceeds were taxable under Helvering v. Hallock, 309 U.S. 106 (1940), because 
the policies would have reverted to the insured if he had survived the beneficiaries. 
31 F. Supp. 778 (Ct. Cl. 1940), cert. dismissed on stipulation, 311 U.S. 721 (1940). The 
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case of trusts,"® the Court imputed notions to the statute although the 
Constitution did not request the Court to do so and the notions were sorely 
in need of wisdom. 

The Court’s next decision was Bingham v. United States.*° In 1904 
the decedent had assigned four policies to his wife providing she survived 
him. Another policy, obtained in 1883, was payable to his wife or issue, 
or, if they all predeceased him, to his estate. He died first and the Gov- 
ernment taxed the proceeds under the 1918 Act. The district court re- 
moved the proceeds from the gross estate because of Lewellyn v. Frick.* 
The First Circuit ** returned them to the gross estate in the belief that 
Lewellyn v. Frick no longer applied since the Chase National Bank de- 
cision. In the earlier case, it was thought, the Supreme Court had not 
noticed that some of the assignments were revocable ; and under the Chase 
National Bank decision, it was further thought, a taxable transfer occurs 
despite any charge of retroactivity “if the vesting of the property” in 
the beneficiary or assignee is “not complete” until the insured’s death and 
“there is a complete shifting of the economic interest” at that time. The 
insured in the Bingham case had not possessed a power to cancel his wife’s 
interest at will, but his death was deemed to have effected the necessary 
“shifting” by terminating his interest in the policies and rendering her 
previously contingent interest “absolute and complete.” The wife’s rights 
were therefore “enlarged by his death.” * 


Court reasoned itself into the conclusion that proceeds purchased by others and never 
controlled by the insured were nevertheless taxable to him if he had a contingent interest 
in them. For criticism of this novel attitude, see 1 PAut, FeperaAL Estate AND GIFT 
Taxation § 10.20 (1942) ; Eisenstein, The Hallock Problem: A Case Study in Adminis- 
tration, 58 Harv. L, Rev. 1141, 1175 (1945). But cf. Note, 34 Int. L. Rev. 867, 870-71 
(1940). 

79 See Part IV. 

80 296 U.S. 211 (1935). See 1 Paur, Feperat Estate anp Girt Taxation § 10.06 
(1942). 

817 F. Supp. 907 (D. Mass. 1934). Apart from the question of retroactivity, the 
court read the statute as reaching all insurance bought by the insured and payable 
to a named beneficiary or the latter’s estate. It refused to decide whether Lewellyn v. 
Frick covered “all policies of insurance taken out” before the enactment of the 1918 
Act. See further Broderick v. Keefe, 112 F.2d 293, 295 (C.C.A.ist 1940), cert. dis- 
missed on stipulation, 311 U.S. 721 (1940) ; Chase National Bank v. United States, 116 
F.2d 625, 627 (C.C.A.2d 1940) ; Sampson v. United States, 1 F. Supp. 95, 98 (D. Mass. 
1932) ; Industrial Trust Co. v. United States, 9 F. Supp. 817, 820 (Ct. Cl. 1935), rev'd, 
296 U.S. 220 (1935); Estate of Charles H. Thieriot, 7 T.C. 1119, 1124-25 (1946). 
Compare note 65 supra. 

8276 F.2d 573 (C.C.A.1st 1935). Accord: Heiner v. Grandin, 44 F.2d 141 (C.C.A.3d 
1930), cert. denied, 286 U.S. 561 (1932); Liebes v. Comm’r, 63 F.2d 870 (C.C.A.9th 
1933) ; Edwin S. Rauh, 19 B.T.A. 993 (1930); William A. Cushman, 19 B.T.A. 1012 
(1930) ; Fannie C. Richardson, 20 B.T.A. 728 (1930) ; Elizabeth W. Driver, 20 B.T.A. 
910 (1930). 

88 76 F.2d at 574-75. It is not clear whether the Court used “contingent” and “vested” 
in a strict property sense or an economic sense. The tax on the policy payable to the 
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The Supreme Court reversed the First Circuit. Mr. Justice Sutherland’s 
opinion reaffirmed the authority of Lewellyn v. Frick and denied that the 
revocable features of three assignments had been overlooked.** Having 
decided the case, Mr. Justice Sutherland supplied another reason as proof 
that the case was decided correctly. The St. Louis Trust decisions * had 
just made known that an interest in property is not “transferred” at death 
if the donee’s legal title is the same both before and after the donor’s 
death. The principles of those decisions, Mr. Justice Sutherland declared, 
also established that “the title and possession of the beneficiary were fixed 
by the terms of the policies and assignments thereof, beyond the power 
of the insured to affect, many years before the Act here in question was 
passed. No interest passed to the beneficiary as the result of the death of 
the insured. His death merely put an end to the possibility that the pre- 
decease of his wife would give a different direction to the payment of the 
policies.” *° 

In the process of interpretation Mr. Justice Sutherland’s opinion casu- 
ally wandered away from the statute. The St. Louts Trust decisions had 
dealt with the provision taxing gifts intended to take effect in possession 
or enjoyment following death. True, in those cases Mr. Justice Sutherland 
had failed to distinguish punctiliously between constitutional interpreta- 
tion and statutory interpretation ; *’ but it is also true that those decisions, 
in ultimate analysis, construed the statute and not the Constitution. In 
so far as the Constitution was concerned, Mr. Justice Sutherland’s Tyler 
opinion * had already sustained an estate tax under similar circumstances 
though the survivor’s legal title had been unaffected by the decedent’s 
demise. If Mr. Justice Sutherland had been less attentive to his pre- 
conceptions and more attentive to the statute, he might have agreed that 
the statute applied. The provision did not hint in the least that a “transfer” 
at death was required, and under the Tyler decision there was a sufficient 





wife or issue was predicated in part upon the insured’s power to surrender the policy at 
intervals. Two other pre-1918 policies, free from any retained power or reverter, were 
absolved from liability. 

84 The Government had asserted that the Frick decision was inoperative because the 
statute was not being applied retroactively. The argument was that death effected a 
taxable “event” after the enactment of the 1918 Act—the resolution of the contingency 
hedging the beneficiaries’ interests. See Brief for the United States, pp. 5, 6, 23. Within 
a few years a changing Court approved a similar argument. See United States v. Jacobs, 
306 U.S. 363 (1939) ; and discussion in Part III. 

85 Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935), and Becker v. St. Louis 
Union Trust Co., 296 U.S. 48 (1935), decided a month earlier. See Part IV. 

86 206 U.S. at 219. Justices Brandeis, Stone and Cardozo concurred in the result on the 
first ground stated by Mr. Justice Sutherland. Chief Justice Hughes acquiesced in the 
second ground because of the recent St. Louis Trust decisions. 

87 See Part IV. 

88 Tyler v. United States, 281 U.S. 497 (1930). See Part III. 
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“transfer” if a “transfer” was necessary.*® We should add in Mr. Justice 
Sutherland’s behalf that in being wrong he was, on the whole, consistently 
wrong. In the St. Louis Trust cases he had supervised a comparable mis- 
treatment of a statute. 

The Bingham case was decided together with Industrial Trust Company 
v. United States,°° and here again we encounter Mr. Justice Sutherland’s 
strange methods of statutory interpretation. The facts were essentially 
the same. A policy had been procured in 1892; and if the beneficiaries 
had failed to survive the insured, the proceeds would have been payable 
to his estate or assigns. However, the controlling law looked significantly 
different. Liability was asserted under the 1926 Act, which provided in 
section 302(h) ” that the provision * defining the gross estate applied to 
“transfers, trusts, estates, interests, rights, powers, and relinquishment of 
powers, as severally enumerated and described therein, whether made, 
created, arising, existing, exercised, or relinquished before or after the 
enactment” of the Act. As further stated in the related committee reports, 
“the property interests” included in the gross estate were taxable, “whether 
such interests were created or arose or were relinquished before or after 
the enactment of this Act.” ® At last, it seemed, the Court could not avoid 
the “serious” questions successfully avoided in Lewellyn v. Frick. In- 
surance proceeds had become taxable, no matter when the policy was 
acquired.** 


89 Cf. Note, 32 Int. L. Rev. 223, 224 (1937). In producing his second reason Mr. Jus- 
tice Sutherland was also guilty of evasion. The Government had contended, in the 
alternative, that the insurance provision did not require a “transfer” at death, regardless 
of how the St. Louis Trust cases were decided, and that the provision was valid as so 
construed. See Brief for the United States, pp. 6, 14, n. 5, 18. Mr. Justice Sutherland 
did not even attempt to meet the argument. 

90 296 U.S. 220 (1935), reversing 9 F. Supp. 817 (Ct. Cl. 1935). 

®1 This section initially appeared as section 302(h) of the 1924 Act, and is now 
§ 811(h) of the Code. 

92 Revenue Act of 1926, Sec. 302, now I.R.C. § 811. 

93 See H. R. Rep. No. 179, 68th Cong., Ist Sess. 65 (1924); Sen. Rep. No. 398, 68th 
Cong., Ist Sess. 35 (1924). The words “this Act” refer to the 1924 Act. The reports 
also stated that a “similar provision” already applied to inter vivos transfers, and that 
it was desirable to extend this provision expressly to the other property interests set 
forth in the definition of the gross estate. The “similar provision” had been inserted 
in section 402(c) of the 1918 and 1921 Acts. 

84 A number of decisions had so held where the insured at death had a power to change 
beneficiaries or to cancel the policy for its cash surrender value. Levy’s Estate v. Comm’r, 
65 F.2d 412 (C.C.A.2d 1933); Cook v. Comm’r, 66 F.2d 995 (C.C.A.3d 1933), cert. 
denied, 291 U.S. 660 (1934) ; Scott v. Comm’r, 69 F.2d 444 (C.C.A.8th 1934) ; Newman 
v. Comm’r, 76 F.2d 449 (C.C.A.5th 1935), cert. denied, 296 U.S. 600 (1935) ; Sampson v. 
United States, 1 F. Supp. 95 (D. Mass. 1932) ; Anthracite Trust Co. v. Phillips, 49 F.2d 
910 (M. D. Pa. 1931); Louis M. Weiller, 18 B.T.A. 1121 (1930), aff'd, 64 F.2d 480 
(C.C.A.2d 1933); Max W. Feuerbacher, 22 B.T.A. 734 (1931); Philip W. Blood, 22 
B.T.A. 1000 (1931) ; Bessie M. Ballinger, 23 B.T.A. 1312 (1931); David A. Reed, 24 
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The Court refused to be helpless. “We see no room for construction,” 
Mr. Justice Holmes once wrote, “and there is nothing for the courts to 
do but to bow their heads and obey.” * Mr. Justice Sutherland proved 
that judicial heads need not bow in resignation. If there is a will, there 
is a way. After referring to 302(h), the Justice declared, “Whether any 
of these terms apply to an amount receivable by a beneficiary, under such 
a policy as we have here, is fairly debatable. . . . If any of them do apply, 
the provision is open to grave doubt as to its constitutionality, and the rule 
of the Frick case controls.” ** In his desire to remain true to Lewellyn v. 
Frick, Mr. Justice Sutherland was unbecomingly inconstant in his affec- 
tions. The Justice overlooked Mr. Justice Holmes’ statement in the same 
case that section 302(h) made the insurance statute “apply to past trans- 
actions.” *’ Mr. Justice Sutherland turned next from the “grave doubt” 
to the serious certainty that the Bingham decision controlled.** The in- 
surance statute did not apply, regardless of “retroactivity,” because noth- 
ing “passed” to the beneficiary upon the insured’s death.* We have already 
examined this curious understanding of the statute, which was based on 
a curious understanding of another statute.*°° Mr. Justice Sutherland’s 
only new error in the Industrial Trust Company case was his discovery 
of a “fairly debatable” question under the 1926 Act. 

According to respectable doctrine, a “grave” constitutional doubt is 
avoidable via statutory interpretation if the statute is “reasonably sus- 
ceptible” of the gloss which would avoid the doubt.** But even “avoid- 
ance” of a constitutional “difficulty,” it has been said, “will not be pressed 





B.T.A. 166 (1931); Caroline W. Edwards, 31 B.T:A. 879 (1934); Louise C. Moore, 
33 B.T.A. 108 (1935) ; Edith Huggard Sharp, 33 B.T.A. 290 (1935), aff’d, 91 F.2d 804 
(C.C.A.3d 1937). 

95 Morse Drydock Co. v. Northern Star, 271 U.S. 552, 556 (1926). Cf. Helvering v. 
City Bank Farmers Trust Co., 296 U.S. 85, 89 (1935). 

96 296 U.S. at 221. 

97 Lewellyn v. Frick, 268 U.S. at 252. Mr. Justice Sutherland had concurred in this 
statement. Cf. Shwab v. Doyle, 258 U.S. 529, 536 (1922) ; Nichols v. Coolidge, 274 U.S. 
531, 539 (1927) ; Gwinn v. Comm’r, 287 U.S. 224, 226 (1932); United States v. Jacobs, 
306 U.S. 363, 365-66 (1939) ; Frew v. Bowers, 12 F.2d 625, 627 (C.C.A.2d 1926). 

98 296 U.S. at 221-22. 

99 Since the insurance provision, in Mr. Justice Sutherland’s view, did not tax the 
policy no matter when acquired, there was no need for the troubled talk about constitu- 
tional doubts and the consequent statutory mayhem. As far as is known the tax bar has 
never been articulate over this instance of “judicial legislation.” 

100 Here, as in the Bingham case (see note 89 supra), the Court evasively ignored the 
Government’s claim that life insurance proceeds were taxable under the statute, whether 
or not there was a “transfer” at death. See Brief for the United States, pp. 9 et seg. See 
further Walker v. United States, 83 F.2d 103 (C.C.A.8th 1936); Helvering v. Parker, 
84 F.2d 838 (C.C.A.8th 1936) ; Helburn v. Ballard, 85 F.2d 613 (C.C.A.6th 1936), affirm- 
ing 9 F. Supp. 812 (W. D. Ky. 1933) ; Guaranty Trust Co. of New York, 33 B.T.A. 1225 
(1936) ; Estate of John T. H. Mitchell, 37 B.T.A. 1 (1938). 

101 See Hopkins Savings Association v. Cleary, 296 U.S. 315, 334 (1935). 
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to the point of disingenuous evasion.” *°? What has been said has not 
always been recalled. Mr. Justice Sutherland did not shrink from “dis- 
ingenuous evasion.” *°* The Justice’s “fairly debatable’ question was 
evidenced by a bare reference to District Judge Otis’ opinion in Wyeth v. 
Crooks.*** Apparently Judge Otis’ reasoning was considered so persuasive 
that additional observations were superfluous. When we examine Wyeth 
v. Crooks, the “fairly debatable” question is nowhere to be seen. Like the 
Supreme Court, Judge Otis did not mention the committee reports *® 
which eliminated the question—if we boldly assume that there was a ques- 
tion and that the question was “fairly debatable.” But if we emulate 
Judge Otis and also snub the reports, his opinion still compares favorably 
with May v. Heiner in the art of sustained misconstruction. 

First the Judge stated that the proceeds were not taxable under the 
1926 Act because the insurance provision referred to “amounts receivable 
as insurance” and not “transfers, trusts, estates, interests, rights, powers 
and relinquishment of powers.” *°° This meticulous process of matching 
words was not as meticulous as it purported to be. Judge Otis was serenely 
untroubled by the absence of “rights” from all the provisions defining the 
gross estate, and so his analytical methods consigned that word to chronic 
unemployment.**’ Having established to his own satisfaction that a refer- 
ence to life insurance was lacking, Judge Otis confessed that a reference 
to the insurance provision “may be said” to be present. But then the Judge 
cautiously confined the reference to insurance payable to the insured’s 
estate.*°* Mr. Justice Sutherland and Judge Otis would probably have 
reacted differently if they had not been exclusively concerned with their 
private notions of proper tax policy. They might then have concluded 
without much ado that the phrase “transfers, trusts, estates, interests, 
rights, powers and relinquishment of powers” embraced every item of 


102 Moore Ice Cream Co. v. Rose, 289 U.S. 373, 379 (1933). See also Burk-Waggoner 
Ass’n v. Hopkins, 269 U.S. 110, 113 (1925) ; Helvering v. City Bank Farmers Trust Co., 
296 U.S. 85, 88-89 (1935), discussed in Part V. 

108 No dissenting voice was heard. 

104 33 F.2d 1018 (W. D. Mo. 1928). See Anthracite Trust Co. v. Phillips, 49 F.2d 910, 
912 (M. D. Pa. 1931). 

105 See note 93 supra. 

106 But cf. Chase National Bank v. United States, 278 U.S. 327 (1929), which spoke 
of a “transfer”; Walker v. United States, 83 F.2d 103, 108 (C.C.A.8th 1936), which asso- 
ciated the insurance provision with “powers” to assist the view that the provision reached 
policies payable to named beneficiaries only if the deceased had incidents of ownership 
at death. 

107 Compare the neighboring language in subsection (i), which pointedly excludes the 
insurance and other provisions from the jurisdiction of the subsection. 

108 33 F.2d at 1019. Judge Otis finally held that if (h) applied, the tax on the proceeds 
was very void: It was direct and unapportioned; it measured 4’s liability by B’s prop- 
erty; and it was retroactive. 
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property enumerated in the definition of the gross estate. They might also 
have thought it peculiar that the tax should be so exceptionally tender to 
life insurance and only certain life insurance—policies payable to named 
beneficiaries and hence the very policies which had been used to avoid 
tax.*°° By turning his back on the committee reports and reading the 
statutes “as through a keyhole,” **° Judge Otis succeeded in detecting what 
Mr. Justice Sutherland described as a “fairly debatable” question. “We 
see what you are driving at, but you have not said it, and therefore we 
shall go on as before.” ** 

The lower courts have been unwilling to go on as before.” They have 
approved the taxation of policies purchased by the insured prior to the 
passage of the 1918 Act.*** Helvering v. Hallock *** has induced them to 
conclude that the Bingham and Industrial Trust Company decisions are 
no longer worthy of respect.*** Insurance is taxed if the proceeds would 
have been payable to the insured or his estate had the beneficiary failed 
to survive him. Nor does Lewellyn v. Frick cast its spell, for no constitu- 
tional doubts linger in this area. Under United States v. Jacobs *** the 
estate tax may reach dispositions made before tax was imposed if the 
property “shifts” or “passes” at death after tax was imposed. The dis- 
appearance of the insured’s reversionary interest provides the requisite 
“shifting” or “passing.” The proceeds seem equally taxable though the 
named beneficiary might have freely destroyed the reverter.*"" 





109 See this Part, supra. Cf. Note, 32 Int. L. Rev. 223, 226 (1937). In addition, they 
might have wondered why it was necessary to enact a specifically “retroactive” provision 
on insurance payable to the insured’s estate. . 

110 Cf, Jackson, J., in United States ex rel. Marcus v. Hess, 317 U.S. 537, 557 
(dissent) (1943). 

111 See Johnson v. United States, 163 Fed. 30, 32 (C.C.A.1st 1908). 

112 In Lang v. Comm’r, 304 U.S. 264 (1938), involving the 1926 Act, even the Supreme 
Court tacitly assumed that pre-1918 Act insurance was taxable. See Brief for Defendant, 
pp. 27-28. 

118 Bodell v. Comm’r, 138 F.2d 553 (C.C.A.Ist 1943), cert. denied, 321 U.S. 778 (1944) ; 
Liebmann v. Hassett, 148 F.2d 247 (C.C.A.1st 1945); Schongalla v. Hickey, 149 F.2d 
687 (C.C.A.2d 1945). Cf. Keefe v. United States, 46 F. Supp. 1016 (Ct. Cl. 1942), 
cert. denied, 318 U.S. 768 (1943). But cf. Braun v. United States, 46 F. Supp. 993 
(Ct. Cl. 1942). See Paut, SuPPLEMENT TO FEDERAL Estate AND Girt TaxaTIon § 10.06 
(1946). 

114 309 U.S. 106 (1940). See Part V. 

118 Cf, Broderick v. Keefe, 112 F.2d 293 (C.C.A.1st 1940), cert. dismissed on stipula- 
tion, 311 U.S. 721 (1940). Despite the Industrial Trust Company decision lower courts 
had continued to apply subsections (g) and (h) to policies of pre-1918 vintage. See 
Guaranty Trust Co. of New York, 33 B.T.A. 1225 (1936); Allentown National Bank, 
37 B.T.A. 750 (1938). 

116 306 U.S. 363 (1939). See Part III. 

117 See Estate of Charles H. Thieriot, 7 T.C. 1119 (1946), dealing with post-1918 
insurance. Cf. Goldstone v. United States, 325 U.S. 687 (1945), discussed in Part V. 
But cf. Estate of Julius B. Weil, 5 TCM 960 (1946). 
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The 1942 statute *** has lifted the heavy fog of obscurity-which settled 
over life insurance. Proceeds are now expressly taxed if the insured paid 
the premiums or possessed at death, either alone or in conjunction with 
another person, one or more incidents of ownership over the policy." 
The new statute will in time produce its own share of refinements as it 
slowly makes its way from one case to another. 3ut the basic criteria of 
liability are no longer at the mercy of an unrestrained judicial imagination. 

Are the aspirations of the new statute permissible under the Constitu- 
tion? The statute should experience little difficulty if the insured has an 
incident of ownership at death though another has paid the premiums. 
An incident of ownership, such as a power to change the beneficiary or to 
cancel the policy for its cash surrender value,’” is essentially a power of 
appointment, and appointive property is an appropriate measure of estate 
tax liability.** Is the tax still valid if the incidents of ownership are held 
at death by the insured and another person—perhaps the person who paid 
the premiums? May the proceeds then be attributed to the insured and 
aggregated with his own individual assets? Here, again, the resulting 
liability is constitutional unless the Court finds that the burden is offensive 
to reason. The Court should not be hard pressed to sustain the tax. 

If the insured himself has not paid for the policy, he is not a donor 
who, as in the City Bank case,’** has shared a reserved power with a rela- 
tive who may be amenable to persuasion. But there is more to the rule of 
reason than meets the eye in that case. Without being irrational, legis- 
lators may believe that the insured will normally have a voice in deter- 
mining the fate of the proceeds. Still remaining rational, they may believe 
that unless proceeds controlled by shared incidents of ownership were 
attributed to the insured, the tax might be avoided by bestowing the inci- 
dents upon the insured and another person who would be disinclined to 
disagree. Furthermore, the legislators may be deemed aware that the 


118 T.R.C. § 811(g), as amended by Revenue Act of 1942, Sec. 404(a). 

119 Insurance may also be taxed under some other provision if it otherwise falls 
within it. “For example, a decedent who does not pay any of the premiums upon a 
policy upon his own life but who possesses incidents of ownership therein may not 
escape tax by a transfer of all rights in such policy in contemplation of death... .” 
H. R. Rep. No. 2333, 77th Cong., 2d Sess. 163 (1942); Sen. Rep. No. 1631, 77th Cong., 
2d Sess. 236 (1942). See also Reg. 105, Sec. 81.25, as amended by T.D. 5239, 1943 
Cum. Butt. 1081; Paut, Feperat Estate anp Girt Taxation § 10.24 (1942), and Sup- 
PLEMENT TO FEDERAL EsTATE AND Girr Taxation § 10.39 (1946). But cf. Walker v. 
United States, 83 F.2d 103 (C.C.A.8th 1936). 

120 See, e.g., Liebmann vy. Hassett, 148 F.2d 247 (C.C.A.1st 1945). 

121 See PAuL, SUPPLEMENT TO FEDERAL Estate AND Girt TAxaTIon § 10.38 (1946) ; 
and discussion, Part VI. Cf. Leser v. Burnet, 46 F.2d 756, 759 (C.C.A.4th 1931). 

122 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935). See Part V. 
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premium payment test of liability is not enforced with ease.’** Premiums 
are paid by the insured whether they derive from him “directly or in- 
directly,” but even a hard working term like “indirectly” *** allows pay- 
ments to escape which should be caught. An insured may thoroughly con- 
ceal his “indirect” payments while assuring himself of the incidents of 
ownership. Hence the incidents of ownership rule serves as a second line 
of defense behind the premium payment test. The defense is made as 
effect’ ve as possible by taxing the proceeds to the insured though he names 
another person as co-holder of the incidents of ownership.’ Undoubtedly 
there are cases where none of these considerations operate. On the other 
hand, due process does not demand that at least one of them should operate 
in every case. It is enough that an evil is reasonably feared and reasonably 
overcome.*** The innocents have not been recklessly slaughtered with the 
guilty. If another person has actually paid the premiums, he may pre- 
vent the imposition of tax by withholding the incidents of ownership from 
the insured. 

Suppose, now, that estate tax is due because the insured paid the pre- 
miums directly or indirectly. Let us assume, moreover, that the beneficiary 
alone possessed all the incidents of ownership so that he might have dis- 
posed of the policy as he pleased. Is the statute then on friendly terms 
with the Constitution? The cases indicate that nothing “passes” from 
the insured to the beneficiary although the beneficiary is the richer as a 
result of the insured’s death.**’ Yet it is also indicated that Congress may 
tax all gifts at death, whether or not the property then “passes,” and that 
Congress may tax only certain gifts at death if the selection is rational.*** 

Again the new statute should please the Court’s rule of reason.’ 
“Life insurance is inherently testamentary in character.” **° It is generally 
designed to take care of the insured’s family after death and it derives 
from the same impulses that motivate a testator in providing for them.** 





128 See H. R. Rep. No. 2333, 77th Cong., 2d Sess. 162 (1942); Sen. Rep. No. 1631, 
77th Cong., 2d Sess. 235 (1942). 

124 Cf. McWilliams v. United States, 331 U.S. 694 (1947); Learned Hand, J., in 
Comm’r v. Ickelheimer, 132 F.2d 660, 661 (dissent) (C.C.A.2d 1943). 

125 See PAUL, SUPPLEMENT TO FEDERAL ESTATE AND GIFT TAXATION 369-71 (1946). 

126 See Parts V, VI and IX. 

127 See Parts IV and V. 

128 See Part V. 

129 But cf. Oppenheimer, Proceeds of Life Insurance Policies Under the Federal Estate 
Tax, 43 Harv. L. Rev. 724, 750 (1930). 

180 Bailey v. United States, 27 F. Supp. 617, 621 (Ct. Cl. 1939). See also H. R. Rep. 
No. 2333, 77th Cong., 2d Sess. 57 (1942); Chase National Bank v. United States, 116 
F.2d 625, 627 (C.C.A.2d 1940). 

181 Cf, Burnet v. Wells, 289 U.S. 670, 681 (1933); Helvering v. Le Gierse, 312 U.S. 
531, 540 (1941). See 1 Paut, Feperat Estate anp Grrr Taxation 525 (1942). If some 
policies do not conform to the usual pattern of motivation, they are only exceptions to the 
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The testamentary attributes are but emphasized by the sudden emergence 
of new values when death occurs.***? An estate tax which neglected insur- 
ance purchased by the decedent on his own life would tolerate avoidance 
by a common testamentary arrangement. Nor does the beneficiary’s pos- 
session of the incidents of ownership before the insured’s death impair 
the reasonableness of liability. Gifts in contemplation of death are appro- 
priately taxable despite the donee’s complete and untrammelled ownership 
before the donor’s death.*** The purchase of insurance is inevitably en- 
twined with thoughts of eventual dissolution. In fact, the case for tax- 
ability is better because it is usually understood that enjoyment of the 
policy will await the insured’s demise. If we may supplement the City 
Bank opinion,** the legislators may reasonably assume that the bene- 
ficiary would be amenable to persuasion in the matter of postponing enjoy- 
ment until the insured dies.*** 

Perhaps it is enough to mention a simple pragmatic consideration. If 
the premium payment test were abandoned, as Mr. Magill has proposed,**® 
there would be a noticeable tendency to avoid the estate tax by trans- 
muting taxable assets into tax-free insurance. And then we would have 


rule, and Congress may legislate in light of the rule. See Part IV, note 194. Compare 
the argument that a life insurance policy cannot be associated with contemplation of death 
because usually it “can only be secured by persons who are in good health and not in 
contemplation of death.” Brief for Plaintiffs, p. 21, in Chase National Bank v. United 
States, 278 U.S. 327 (1929). 

182 Cf, Surrey and Aronson, Jnter Vivos Transfers and the Federal Estate Tax, 32 Cot. 
L. Rev. 1332, 1364 (1932) : “The subject for the tax may be found in the transfer of a lump 
sum at death, procured by the decedent’s payments of smaller installments.” See, in addition, 
Lowndes, The Constitutionality of the Federal Estate Tax, 20 Va. L. Rev. 141, 168 (1933). 
The testamentary attributes are not obscured by the savings feature of life insurance. 
Cf. Vickrey, Insurance Under the Federal Income Tax, 52 Yate L. J. 554, 560 (1943). 

188 See Part IV. 

184 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935), discussed in Part V. 

135 Cf. Lowndes, Tax Avoidance and the Federal Estate Tax, 7 LAw & Contemp. Pros. 
309, 324 (1940). The Supreme Court has never passed upon the validity of taxing insur- 
ance on the basis of premium payments, but it closely approached a favorable decision in 
Goldstone v. United States, 325 U.S. 687 (1945). See Part V. If, as that case suggests, 
any remote reversionary interest justifies a tax upon insurance purchased by the insured, 
it is only a short step to the conclusion that the tax is reasonable though a reverter is 
absent. But compare the antediluvian as well as erroneous notion of the American Bar 
Association that “the Supreme Court in the Frick case has intimated—dicta, it is true, 
but quite clear—that they think that such a provision [the premium payment rule] would 
be unconstitutional, the estate tax being a tax on the transfer of property.” Hearings before 
the Committee on Ways and Means on Revenue Revision of 1942, 77th Cong., 2d Sess. 
192 (1942). 

186 See Revenue Revision, 1947-48, Reports of the Special Tax Study Committee to the 
Committee on Ways and Means 30-31 (Nov. 4, 1947). Mr. Woll has dissented. See id. 
at 59. Mr. Magill’s views coincide with those of the American Bankers Association. See 
Report Proposing Amendments to Federal Income, Estate and Gift Tax Laws, 36 (Jan. 
1946). 
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returned to the blissful days before the 1918 Act when life insurance was 
an easy means of avoiding estate tax.**” 


VIII. Community PRoperRTY AND THE END oF A MyTH 


In April, 1930, the Supreme Court thought that “taxation is not so 
much concerned with the refinements of title as it is with actual command 
over the property taxed.” * In November, 1930, the Court thought that 
taxation is not so much concerned with actual command over the property 
taxed as it is with the refinements of title. Therefore, one half of com- 
munity income was held taxable to the husband and one half was held 
taxable to the wife to the satisfaction of the husband.* Mr. Justice Roberts’ 
reasoning in Poe v. Seaborn * was as precise as it was dubious. The income 
tax, he stated, is imposed on the net income “of” every individual ;° “of” 
means “ownership” unless “of” is to be saddled with “a strained con- 
struction” ; husband and wife are co-owners of community income under 
the law of community ownership; ° hence each is taxable on half of the 
income.’ If the refinements of title deserved to prevail during life,* they 


187 See this Part, supra. 

1 Corliss v. Bowers, 281 U.S 376, 378 (1930). 

2 Poe v. Seaborn, 282 U.S. 101 (1930). The Supreme Court was more modest about 
the contradiction. It claimed that there was none. See id. at 116. A few years later it 
returned to the earlier generalization. See Burnet v. Guggenheim, 288 U.S. 280, 283 
(1933). 

8 We assume, for the present, that the husband is engaged in the pursuit of gain and 
that the wife is at home. 

#282 U.S. 101 (1930) (Washington community). See also Goodell v. Koch, 282 U.S. 
118 (1930) (Arizona community) ; Hopkins vy. Bacon, 282 U.S. 122 (1930) (Texas com- 
munity); Bender v. Pfaff, 282 U.S. 127 (1930) (Louisiana community) ; Malcolm v. 
United States, 282 U.S. 792 (1931) (California community). 

5 Mr. Justice Roberts was referring to sections 210(a) and 211(a) of the 1926 Act, 
imposing the normal tax and surtax on individual taxpayers. These sections are now 
represented by §§ 11 and 12(b) of the Code. 

6 The Justice alluded to the Commissioner’s concession “that the answer to the ques- 
tion involved in the cause must be found in the provisions of the law of the state, as to a 
wife’s ownership of or interest in community property.” 282 U.S. at 110. This state- 
ment did not say enough. The Government had claimed that “of” referred to “dominion 
and control,” and not “formal, legal, or equitable ownership.” It was accordingly neces- 
sary to examine local law “to determine what substantial rights of ownership the hus- 
band and wife may exercise; that is, precisely what the husband may do and what he 
has a right to have done with respect to community property and income, and to make 
a like determination with regard to the wife.” See Brief for the Collector, pp. 5-6, 
10 et seq. 

7282 U.S. at 109-13. 

8 Mr. Justice Cardozo very likely had Poe v. Seaborn in mind when he gently stated, 
“Refinements of title have at times supplied the rule when the question has been one 
of construction and nothing more, a question as to the meaning of a taxing act to be 
read in favor of the taxpayer.” Burnet v. Wells, 289 U.S. 670, 678 (1933). Cf. 282 U.S. 
at 116; and see this Part, infra. 
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also deserved to prevail at death. Mr. Justice Roberts’ opinion implicitly 
blessed the related conclusion that at the husband’s death only half of 
the community property was includible in his gross estate.° 

Poe v. Seaborn is an impressive tribute to an unimpressive premise. 
Little words may harbor large concepts,’® and “of” may well be read to 
mean “ownership.” The basic failure of the opinion was the carefree 
belief that “ownership” must be determined by the characterizations of 
state law instead of its actual content.** Mr. Justice Roberts assumed that 
if one is “owner” under local property law, one is “owner” under federal 
tax law. Besides meditating upon “words” instead of “things,” ** Mr. 
Justice Roberts was quite disrespectful toward the past. The Court had 
recently decided that income was taxable to one who did not own the 
income under local law.** Of course, a decision may be wise though earlier 


§ See 1 Paut, FeperAL Estate AND Girt TAxaTion 58, 209 (1942). This conclusion 
coincided with initial Treasury practice. See id. at 206. Cf. Lang v. Comm’r, 304 U.S. 
264 (1938), involving life insurance acquired with community funds. As regards the 
gift tax, see 2 PauL, Feperat Estate AND Girt TaAxaTIon § 16.17 (1942). The result- 
ing estate tax advantages, as of 1942, are arithmetically summarized in H. R. Rep. No. 
2333, 77th Cong., 2d Sess. 35-37 (1942). 

10 Cf, Dunham, Gross Receipts Taxes on Interstate Transactions, 47 Cor. L. Rev. 211, 
216 (1947), with respect to the little word “on.” 

11 But cf. Mr. Justice Roberts in Morgan v. Comm’r, 309 U.S. 78, 80 (1940). 

12 See Hormes, CoLtectep Lecat Papers 238, 282 (1920). “Whatever the value of 
the notions of forms [of thought], the only use of the forms is to present their contents, 
just as the only use of a pint pot is to present the beer (or whatever lawful liquid it may 
contain), and infinite meditation upon the pot will never give you the beer.” HotMes, 
Boox Notices AND UNcoLLEcTED Letrers AND Papers 167 (1936). 

13 Lucas v. Earl, 281 U.S. 111 (1930). Compare the distinction which Mr. Justice 
Roberts draws in 282 U.S. at 113. The Justice’s opinion did not produce a single dissent. 
Even Mr. Justice Holmes, who wrote the opinion in Lucas v, Earl, concurred in Mr. Jus- 
tice Roberts’ squirming essay. Mr. Justice Holmes agreed to discard a good deal that 
he had written in United States v. Robbins, 269 U.S. 315 (1926). See this Part, infra. 
Perhaps the true explanation of the Court’s decision was the Treasury’s prior practice 
of permitting husbands and wives, other than those residing in California, to divide 
community income as taxpayers, and the Treasury’s unsuccessful efforts to obtain 
favorable legislation. See 282 U.S. at 113-16. See Mr. Justice Roberts’ ex post facto 
explanation in Comm’r v. Harmon, 323 U.S. 44, 46 (1944). Poe v. Seaborn just about 
holds that Congress’ failure to enact legislation because of the effective opposition of a 
small but determined group of legislators is an affirmative manifestation that the con- 
trary was intended as the law. Cf. Apex Hosiery Co. v. Leader, 310 U.S. 469, 487 (1940) ; 
Wallington v. Halliburton Co., 331 U.S. 17, 25 (1947). But cf. Helvering v. Clifford, 
309 U.S. 331, 337 (1940) ; Scripps-Howard Radio v. Commission, 316 U.S. 4, 11 (1942) ; 
United States v. South-Eastern Underwriters Association, 322 U.S. 533, 559 (1944); 
Girouard vy. United States, 328 U.S. 61, 69 (1946); and particularly the concurring 
opinion of Rutledge, J., in Cleveland v. United States, 329 U.S. 14, 21 (1946). See 
further Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Inten- 
tion, 2 Tax L. Rev. 327, 337 (1947) ; 56 Yate L. J. 718, 727-28 (1947). 








TAX LAW REVIEW [Vol. 3: 





538 


decisions have held otherwise. But Poe v. Seaborn did not supply an 
appropriate illustration.* 

Community property has been defined as consisting of “things in which 
substantial interests’ of husband and wife “simultaneously exist and 
demand protection.” ** Generally speaking, it embraces the acquisitions 
attributable to the economic activities of each following their marriage.” 
Upon peering inside the system, we discover that the “community is a part- 
nership which begins only at its end” when the marriage dissolves. The 
language of the system may treat husband and wife as equals; the prac- 
ticalities of the system frankly discriminate in the husband’s favor. If 
the discrimination ceased, we are told, the community would be “inept 
and valueless to both parties” and “the whole fabric” of the system would 
come apart.** While the community exists, the husband is its “head and 
master and administrator.” *® As regards personal property, he ordinarily 
has a free hand except that he may not make gifts to others or, as it is 
sometimes vaguely put, he may not “defraud” his wife.”® According to 
Mr. Justice White, he may indulge in “extravagant, or even reckless,” 
expenditures ; ** and according to Mr. Justice Holmes, who relied on 
Mr. Justice White, he may indulge in “debauchery.” * As regards real 
property, the husband as a rule is additionally confined since he may not 


14 As noted, the Justice felt that “It would be a strained construction, which, in the 
absence of further definition by Congress, should impute a broader significance” than 
“ownership” to the word “of.” 282 U.S. at 109. In Douglas v. Willcuts, 296 U.S. 1 (1935), 
the Court, including Mr. Justice Roberts, “in the absence of further definition by Con- 
gress,” taxed income to a taxpayer who did not “own” it. Cf. G. P. Fitzgerald, 4 T.C. 
494, 503 (1944). 

15 Powell, Community Property—A Critique of Its Regulation of Intra-Family Rela- 
tions, 11 Wasu. L. Rev. 12, 32 (1936). 

16 See Hammonds v. Comm’r, 106 F.2d 420, 422 (C.C.A.10th 1939) ; 1 Pau, FEepERAL 
EstaTE AND Girr TAxaTIon 52-53 (1942). “The distinctive feature of the community 
property system is that the products of the industry of either spouse are attributed to 
both. ...” Comm’r vy. Harmon, 323 U.S. 44, 56 (dissent) (1944). Separate property 
includes property owned by each spouse at the date of marriage and property acquired 
by each during marriage through gift, bequest or inheritance. In the old-line community 
property states, except Texas, Idaho and Louisiana, income from separate property is 
also separate property. See 3 VERNIER, AMERICAN Famity Laws 210 (1935). 

17 See Arnett v. Reade, 220 U.S. 311, 319 (1911). Cf. Keesling, The Community Prop- 
erty Anomaly, Proc. Nat. Tax Ass’n 370, 373 (1946). 

18 Garrozi v. Dastas, 204 U.S. 64, 78-79 (1907). See also Poe v. Seaborn, 282 U.S. 
101, 112 (1930). 

19 Garrozi v. Dastas, 204 U.S. 64, 78 (1907). Cf. Warburton v. White, 176 U.S. 484, 
494 (1900). 

20 See 1 Paut, FepEeRAL Estate anp Girr Taxation 55 (1942), and the various 
authorities cited; Oliver, Community Property and the Taxation of Family Income, 
20 Tex. L. Rev. 532, 543 (1942). 

21 Garrozi v. Dastas, 204 U.S. 64, 78, 80 (1907). 

22 United States v. Robbins, 269 U.S. 315, 327 (1926). 
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sell or mortgage without the wife’s written consent.** We may justly say 
that from the viewpoint of legal prowess, “the wife’s role is essentially 
that of a back-seat driver who may carp and criticize, but may not take the 
wheel.” ** The wife is finally allowed to drive when the marriage finally 
ceases. Upon the death of either, one half of the property belongs to the 
survivor and the other half is disposable by the decedent.” 

In deciding that husband and wife were co-owners, Mr. Justice Roberts 
did more than reiterate the “mere names” and “technical legal titles” of 
local law. He examined the interest of each spouse, and inferred that the 
husband’s “sweeping powers of management” were not incompatible with 
co-ownership in the wife.** Yet we must sorrowfully report that the 
Justice succumbed to the charms of “names” and “titles” while suggesting 
that he had managed to resist.” Mr. Justice Roberts, like Byron’s Julia, 
“whispering ‘I will ne’er consent’—consented.” ** 

Neither husband nor wife under the community property system enjoys 
precisely as much dominion as a married owner under the common law 
system. But the husband’s dominion is far closer than the wife’s to the 
attributes of common law ownership. Or, stating the matter less chari- 
tably, until the community ends the wife’s dominion is scarcely distinguish- 
able from a wife’s anticipated enjoyment of her husband’s property fol- 
lowing his death. The wife in a community property st: te may veto a 
disposition of realty, but the wife in a common law state may be equally 
obstreperous by virtue of her dower interest.** Of the two, the former 


23 See 3 VERNIER, AMERICAN FAMILY Laws 220 (1935); 2 TirrFaAny, REAL PROPERTY 
243-44 (3d ed. 1939). Mr. Justice White thought that this limitation was “ a reaffirmance 
of the power of the husband as head and master of the community in all other respects.” 
Garrozi v. Dastas, 204 U.S. 64, 82 (1907). 

241 Pau, FepERAL Estate AND Girt TAxaTIon 55 (1942). 

25 See, however, note 32 infra. There are subsidiary variations from state to state. 
For example, in Louisiana the husband is forbidden to make a gift “of a quota of the 
movables, unless it be for the establishment of the children of the marriage.” The wife 
may petition for “a separation of property, whenever her dowry is in danger, owing to 
the management of her husband, or otherwise, or when the disorder of his affairs induces 
her to believe that his estate may not be sufficient to meet her rights and claims.” The 
husband may sell community property without the wife’s consent unless title to the 
property stands in her name. La. Crvit Cone, Arts. 2334, 2404, 2425 (Dart, 1945); see 
Fernandez v. Wiener, 326 U.S. 340, 349-50 (1945). A Texas husband is less restricted 
than a Louisiana husband in the matter of gifts. See United States v. Rompel, 326 U.S. 
367, 370 (1945). In almost all the “inveterate” community property states community 
property is available to satisfy debts incurred by the husband, whether or not they are 
community debts. See 3 VERNIER, AMERICAN Famity Laws 223 (1935). In any event, 
the concept of a community debt is far from restricted. See, e.g., Kuhn v. Groll, 118 
Wash. 285, 203 Pac. 44 (1922). 

26 See 282 U.S. at 111-13. 

27 See Comm’r v. Harmon, 323 U.S. 44, 50 (dissent) (1944). 

28 See Jackson, J., in Everson v. Board of Education, 330 U.S. 1, 19 (1947). 

29 See Frank J. Digan, 35 B.T.A. 256 (1937), petition dismissed, C.C.A.2d Aug. 6, 1937. 
Cf. Arnett v. Reade, 220 U.S. 311, 320 (1911). 
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has barely more to say about personalty, but the difference rarely affects 
the husband’s power to spend as he chooses.*® In a community property 
state the husband’s will cannot deprive the wife of one half of the assets. 
In many common law states, however, the wife has a right of succession 
which is also beyond testamentary reach of a displeased or ungrateful 
husband.” The only significant difference between the interests of the two 
ladies is that a wife may bequeath one half of the community property if 
she predeceases her husband.** This inroad upon his dominion seems 
strange by common law standards, but it aptly indicates that the wife’s 
rights “are dormant during the marriage” and “reveal themselves” only 
when the marriage ceases.** 

Under the community property régime the wife certainly has a stake 
in the bundle of all those rights and privileges which constitute owner- 
ship. But is her stake so substantial as to dignify her as co-owner under 
the tax laws? In Robbins v. United States ** the Court held that until 
Congress spoke to the contrary the wife’s incidents would not qualify as 
tax ownership. Even if “the wife had an interest in the community income 
that Congress could tax if so minded, it does not follow,” declared Mr. 
Justice Holmes, “that Congress could not tax the husband for the whole.” 
For “he alone has the disposition of the fund” and “may spend it sub- 
stantially as he chooses.” In short, “he who has all the power” should 
“bear the burden” and is “the most obvious target for the shaft.” * 
Although Congress had not yet spoken to the contrary, in Poe v. Seaborn 
the Court held that the wife’s incidents fully qualified as tax ownership. 
Mrs. Seaborn, it seems, had a vested interest while Mrs. Robbins had only 





80 See the revealing discussion in Altman, The Community Property Amendment to 
the Estate Tax Law, 21 Taxes 643 (1943). 

31 See, e.g., N. Y. Dec. Est. Law § 18. See generally 3 VeRNIER, AMERICAN FAMILY 
Laws §§ 188, 189 (1935); Cahn, Retraints on Inheritance, 85 U. of Pa. L. Rev. 139 
(1936). 

82 The wife lacks this power of disposition in Nevada and New Mexico. See Hernan- 
dez v. Becker, 54 F.2d 542 (C.C.A.10th 1931), discussed in 1 Paut, FeperaAt Estate 
AND Girt TAXATION 214 (1942); and 3 Vernier, AMERICAN Famity Laws 221 (1935). 

88 See Garrozi v. Dastas, 204 U.S. 64, 79 (1907). Cf. Willcox v. Penn Mutual Life 
Insurance Co., 55 A.2d 521 (Pa. 1947), discussing the shortlived community property 
system of Pennsylvania. 

34 269 U.S. 315 (1926). Mr. Justice Sutherland dissented without opinion. 

85 Jd, at 327-28. Mr. Justice Holmes emphasized that “the fund taxed, while liable 
to be taken for his debts, is not liable to be taken for the wife’s . . . so that the remedy 
for her failure to pay might be hard to find.” The Justice added that the reasons for 
taxing the husband “are at least as strong as those for holding trustees in the cases when 
they are liable under the law.” Jd. at 328. Here the Justice was on precarious ground. 
A trustee is taxed on trust income, but the trust income is not aggregated with his own. 
Cf. Poe v. Seaborn, 282 U.S. at 112; and see 1 PAut, Feperat Estate anp Girt TAxa- 
TION 56 (1942). 
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an expectancy.*® Mr. Justice Roberts omitted to mention that in the 
Robbins case the result had been considered the same, whether the lady 
in question had a vested interest or an expectancy.** The Justice’s opinion 
is illuminating evidence that the law may be intensely concerned with 
trifles, and that tax law, in particular, may be very “practical” in a very 
unusual manner. In addition, the opinion solemnly informs us that things 
equal to each other are not equal to each other if their labels happen to be 
different.** 

Before long and once again the Court practiced what it preached. The 
incidents possessed by Mrs. Robbins were miraculously transmuted into 
ownership when the California legislature put a new tag on the same inci- 
dents.*° Mr. Justice Sutherland was exceedingly optimistic in stating a 
month later that “No mere exercise of the art of lexicography can alter 
the essential nature of an act or thing.” “° “Judges are not always per- 
suaded that a rose by any other name would smell as sweet, and their noses 
are sometimes led by names rather than by substance.” * 

In tax law, also, it is an ill wind that blows no good. Mr. Justice Roberts 
must have assumed that Congress could do what he thought Congress had 
done. Poe v. Seaborn necessarily rests on the constitutional premise that 
until the community ends one half of the property may be attributed to the 
wife because of her feeble incidents of ownership. If we are reasonably 
logical in appraising the premise, Congress may therefore attribute the 
same half to the husband since his incidents over that portion are far 
more substantial than the wife’s. In this light Mr. Justice Roberts’ 
opinion was not a friend for all time. In order to make its friendship 
more enduring the Justice’s essay on statute law had to be read as an essay 


36 282 U.S. at 116. Mr. Justice Roberts also referred to the Treasury’s practice, noted 
in the Robbins opinion, of treating a California wife’s community interest as an “ex- 
pectancy.” Cf, Oliver, Community Property and the Taxation of Family Income, 20 Tex. 
L. Rev. 532, 538 (1942). 

87 269 U.S. at 327. Although Mr. Justice Holmes had first concluded that a California 
wife had “a mere expectancy,” he then abandoned the conclusion as immaterial. Cf. 
Moffitt v. Kelly, 218 U.S. 400, 403, 404 (1910). 

88 The characterizations “vested” and “expectancy” do not appreciably affect the admin- 
istration of the community. See 3 VERNrER, AMERICAN Famity Laws 234-35 (1935). As 
regards Louisiana, see Cahn, Federal Taxation and Private Law, 44 Cor. L. Rev. 669, 
674 (1944). 

88 United States v. Malcolm, 282 U.S. 792 (1931). See Comm’r v. Harmon, 323 U.S. 
44, 48-49 (1944). For a summary of California’s efforts to make its wives respectable 
tax entities, see 1 Paut, Feperat Estate aANp Girt Taxation 59, 209 (1942). 

40 United States v. La Franca, 282 U.S. 568, 572 (1931). Cf. Mr. Justice Cardozo, 
dissenting in Freuler v. Helvering, 291 U.S. 35, 49 (1934) : “The law of taxation is more 
concerned with the substance of economic opportunity than with classifying legal con- 
cepts, and tagging them with names and labels.” 

41 Powell, State Production Taxes and the Commerce Clause, 12 Cautr. L. Rev. 17 
(1923). 
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on constitutional law which was never to be disturbed by Congress.* 
The effort to enhance the stature of Poe v. Seaborn prudently neglected 
the earlier Robbins opinion which Mr. Justice Roberts had distinguished 
rather than overruled. Also beyond memory was the Justice’s statement 
that the difference between the two cases was that Mrs. Seaborn had a 
vested interest and Mrs. Robbins had an expectancy.** If this statement 
had been recalled occasionally, the newly discovered constitutional principle 
might have been tarnished by doubts. The principle required the faithful 
to believe that Congress might attribute the entire community property 
to the husband if the wife’s interest was an “expectancy,” but that Con- 
gress was forbidden to do so if the state decided to call the same interest 
“vested.” ** Even in the good old days this glowing faith in “mere names 
and definitions” *° should have been touched with more skepticism. There 
is none so blind as those who will not see. 

From 1921 on there were repeated attempts to eliminate the conse- 
quences which Poe v. Seaborn approved.** But the tax advantages of com- 
munity property managed to sustain themselves through the acquiescence 
of those whose duty it’ was to represent the less fortunate. In 1942 
patience finally received its proverbial reward when the estate and gift tax 
privileges of community property were legislatively removed.*’ The estate 
tax now fastened on all the community property except the portion “shown 
to have been received as compensation for personal services actually 
rendered by the surviving spouse or derived originally from such compen- 
sation or from separate property of the surviving spouse.” ** The animat- 
ing purpose was to tax community property as the decedent’s unless the 
property was economically attributable to the survivor.*® In no event, how- 


42 Cf. Brief of Appellee, pp. 76 et seq., in Poe v. Seaborn. 

43 282 U.S. at 116. 

44 Further forgotten was Mr. Justice Roberts’ clear indication that the Court was pass- 
ing on “the intent of Congress” and not “its powers.” Ibid. The faithful derived more 
from Poe v. Seaborn than the Justice. In Hoeper v. Tax Commission, 284 U.S. 206 
(1931), which dealt with the constitutional law of husband and wife under the income tax, 
the Justice did not cite Poe v. Seaborn as a relevant precedent. Cf. MAGILL, TAXABLE 
IncoME 309 (rev. ed. 1945). 

45 See Tyler v. United States, 281 U.S. 497, 502 (1930). 

46 For a collection of references to the many legislative hearings and reports, see 
Brief for Appellant, p. 15, n. 5, in Fernandez vy. Wiener, 326 U.S. 340 (1945). 

47 Revenue Act of 1942, Secs. 402, 404(a), 453. 

487T.R.C. § 811(e)(2). Companion provisions handled inter vivos transfers of com- 
munity property which were taxable at death, and life insurance acquired with community 
assets. See I.R.C. § 811(d)(5), (g)(4). For discussions of the 1942 amendments, see 
PauL, SUPPLEMENT TO FepERAL Estate AND Girr TAXATION §§ 4.11, 7.31, 10.40, 16.17 
(1946). 

49 See H. R. Rep. No. 2333, 77th Cong., 2d Sess. 160 (1942); Sen. Rep. No. 1631, 
77th Cong., 2d Sess. 231 (1942); E. T. 20, 1947 Int. Rev. Butt. No. 23 at 15. The 
amendment called for a tracing of assets and an allocation between spouses if both 
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ever, was the taxable interest “less than the value of such part of the com- 
munity property as was subject to the decedent’s power of testamentary 
disposition.” °° Under the amendment the entire community property was 
placed in the husband’s gross estate if he predeceased the wife and the 
property derived from his personal earnings. One half of the same prop- 
erty was placed in the wife’s gross estate if she died first and might 
bequeath one half. 

As to be expected, the amendment distressed those who were fond of 
the prior state of affairs.°? As also to be expected, the Supreme Court 
was soon notified that the Constitution was similarly aggrieved. The 
Court was advised that “husband and wife each has, by virtue of the 
establishment of their marital community, and from its beginning, a 


contributed economically to the community acquisitions. The problem here was no dif- 
ferent from the problem of tracing and allocation in the case of property held jointly or 
by the entirety. See Richardson vy. Helvering, 80 F.2d 548 (App. D. C. 1935) ; Berkowitz 
v. Comm’r, 108 F.2d 319 (C.C.A.3d 1939) ; Estate of Lester L. Fletcher, 44 B.T.A. 429 
(1941). Furthermore, tracing and allocation have long been familiar chores in the taxa- 
tion of community property and income. See Pau, Feperat Estate AND Girt TAxa- 
TION 216 (1942), and SupPLEMENT TO FEDERAL Estate AND Girr TAXATION 79 (1946). 

50T.R.C. § 811(e) (2). 

51 Rewards of patience may be shortlived though long delayed. The 1942 amendments 
have recently been repealed, and we have been given instead so-called “split property.” 
See Revenue Act of 1948, Tit. III, Parts II and III. The American Bar Association 
claims credit for this new venture in “equality” and rightly so for the wrong reasons. 
See Hearings before the Committee on Ways and Means on Revenue Revisions, 1947-48, 
80th Cong., Ist Sess. 922 (1947); Hearings before the Committee on Finance on H.R. 
4790, 80th Cong., 2d Sess. 300, 304 (1948). Despite the Association’s enthusiastic self- 
congratulation, the “new look” in federal estate and gift taxation is just another old- 
fashioned loophole, which perhaps accounts for the self-congratulation. For there is not 
much “equality” despite all the glowing talk of the brave new world of “equality.” See 
further Statement of Secretary Snyder in Hearings before the Committee on Finance, 
supra at 25. For a feeble reply, see id. at 303. The President has succinctly summarized 
the situation: “The tax reduction provided by this bill is inequitable as well as untimely. 
. . . In the case of the estate and gift taxes, nearly all of the $250,000,000 annual reduc- 
tion would go to only about 12,000 of the most wealthy families. The discovery that 
it is possible to make very substantial savings in the gift and estate taxes by dividing 
a family’s wealth between husband and wife has brought forth much ingenious argu- 
ment to the effect that the provisions in this bill are needed to equalize the application 
of these taxes in community-property and common-law States. In fact, this equalization 
was in all essential respects achieved by legislation enacted by the Congress in 1942.” 
94 Conc. Rec. 4132 (1948). Since we are concerned with the thought processes of the 
Supreme Court, we need not embark here upon a detailed examination of the brand new 
“legislative intention.” It seems well within the realm of Congressional discretion even 
if the discretion was wrongly used. Nor would much be gained here by examining the 
potpourri of errors and exaggerations which passed as persuasive criticisms of the 1942 
amendments. 

52 See, e.g., Jackson, New Federal Estate and Gift Taxes on Community Property, 
21 Taxes 535 (1943); Donworth, Federal Estate Taxation and the Wiener Case, 19 
Wass. L. Rev. 49 (1944); Winstead, Constituticnality of Federal Estate Taxation of 
Community Property, 24 Tex. L. Rev. 34 (1945). 














544 TAX LAW REVIEW [Vol. 3: 


present half interest in such property”; “the death of either effects no 
transfer or relinquishment of any interest in the property” beyond “the 
half share which the decedent had before his death”; and the survivor 
“acquires no new or different interest in the property, but only retains 
the half share he or she had prior to death of the other spouse.” On 
the basis of this information two battle-scarred arguments were again 
mustered into service. The death of one spouse was not an “event” with 
respect to the half previously “owned” by the survivor, and so the statute 
imposed a direct tax, void for lack of apportionment, in attributing the 
survivor’s share to the deceased. Secondly, the amendment infringed due 
process “by adding to the concededly valid tax on the decedent’s half 


share a further tax measured by the one-half interest of the surviving 
9? 53 





spouse. 

There are various ways and means of handling constitutional com- 
plaints, and the Court selects one or another or a combination of two or 
more according to confidential criteria of its own choosing. In this instance 
the Supreme Court’s decision might have been rather brief. Enough had 
been said in the past to require little more for the present.** We begin 
with the accepted truth that one half of the community property is in- 
cludible in the deceased spouse’s gross estate without violating the Con- 
stitution. The problem is whether the other half may also be placed in the 
same gross estate if the decedent was the economic source of the property. 
In view of the Tyler * and Jacobs © opinions the answer seems relatively 
easy without any generous display of reasoning.” No matter which spouse 
dies first, “a distinct shifting of economic interest” ** forecloses the charge 
that the tax is direct. If the husband is the initial decedent, there are 


58 Fernandez v. Wiener, 326 U.S. 340, 346 (1945). Other arguments were also rushed 
in to save the day. It was hopefully asserted that the statute violated due process in arbi- 
trarily seeking as much tax as possible upon the death of either husband or wife; that 
there was no constitutional basis for imposing tax when the wife predeceased the husband 
whether or not tax might be imposed when the husband predeceased the wife; that the 
tax on community property was not “uniform” because it was more onerous than the 
tax on “comparable joint interests,” especially “tenancies in common and limited partner- 
ships”; and that the amendment invaded the power of the states “to determine property 
relationships within their borders.” Jd. at 346-47. See further notes 65, 77, 88 infra. 

54 See further PauL, SUPPLEMENT TO FEDERAL EsTATE AND Girt TAXATION 75 (1946). 
But cf. Winstead, Constitutionality of Federal Estate Taxation of Community Property, 
24 Tex. L. Rev. 34, 40 (1945). 

55 Tyler v. United States, 281 U.S. 497 (1930). 

56 United States v. Jacobs, 306 U.S. 363 (1939). See Part III. 

57 Cf. H. R. Rep. No. 2333, 77th Cong., 2d Sess. 37 (1942). See Newman v. Comm’r, 
76 F.2d 449, 451 (C.C.A.5th 1935), cert. denied, 296 U.S. 600 (1935), stating that the 
decisions on joint tenancies and tenancies by the entirety “thoroughly exploded” the “notion 
that the death tax is on, and is therefore limited to the value of what passed from the 
decedent as property at his death.” 

58 306 U.S. at 371. 
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“important and definite accessions to the property rights” of the wife. 
She then obtains “exclusive possession, use and enjoyment” of her share, 
including the power to dispose of it “by an exercise of her sole will.” ** 
Should the wife die first, the effects upon the husband’s dominion are less 
substantial, for he already enjoys broad powers as manager of the com- 
munity.® Nevertheless his newly acquired sole ownership of half the 
property is less inhibited than his prior dominion over the same half. In 
the Jacobs case the change for the survivor’s benefit as to half was less 
substantial, since the surviving joint tenant might have disposed of half 
before the other tenant’s death and pocketed the proceeds as sole owner. 
As for the charge that due process is denied, the Jacobs opinion again 
points the way. Property is not being taken without due process of law 
because death produces “a distinct shifting of economic interest” from. 
decedent to survivor. The amendment of 1942 was not as greedy as it 
might have been. Under the cases Congress was apparently free to tax 
the entire community property upon the death of either spouse, no matter 
who was the source of the property.” 

Despite the Tyler and Jacobs opinions the Supreme Court embarked in 
Fernandez v. Wiener * upon a comprehensive survey of the constitutional 
fundamentals of death taxation.** As spokesman for six Justices,* Mr. 
Chief Justice Stone explained why the estate tax need no more honor and 


59 281 U.S. at 504. 

60 See this Part, supra. 

61 See Parts III and VI. The Supreme Court indicated almost forty years ago that all 
the community property administered by the husband might be taxed upon the hus- 
band’s death though the wife’s “right in the community property was a vested right.” 
The tax on the half received by the wife was rested on “the vesting” of “complete pos- 
session and enjoyment” in her and the resulting cessation of his power “to control the 
same and enjoy the fruits thereof.” Moffitt v. Kelly, 218 U.S. 400 (1910). In the words 
of Mr. Justice White, “the mere fact that the wife had a preexisting right to the property 
created no exemption from taxation if the selection for taxation would be otherwise 
legal.” 218 U.S. at 404. In Coolidge v. Long, 282 U.S. 582, 601 (1931), the Court dis- 
torted the Moffitt decision by attributing the result to a “mere expectancy” in the wife. 
An altered Supreme Court has since abandoned the distortion. See Fernandez v. Wiener, 
326 U.S. 340, 357, n. 14 (1945). Compare Mr. Justice Roberts’ technique in Poe v. Sea- 
born, discussed in this Part, supra. 

Regardless of economic source, half of the community property was taxed under the 
1942 amendment if the deceased spouse had a testamentary power over half. Here the 
result was the same as before the 1942 revision, and the constitutional objections were no 
more apparent than before. The liability was akin to a tax on property subject to a 
general power of appointment in the decedent. See Part VI. 

62 326 U.S. 340 (1945). In Flournoy v. Wiener, 321 U.S. 253 (1944), the Court had 
refused to consider the same issues because of jurisdictional inadequacies. 

63 Fernandez v. Wiener dealt with Louisiana community property. The companion 
case of United States v. Rompel, 326 U.S. 367 (1945), involved Texas community 
property. 

64 Justices Douglas and Black concurred in a separate _— See this Part, infra. 
Mr. Justice Jackson did not participate. 
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obey the notions of community property than the notions of the common 
law.® “It is true,” he wrote, “that the estate tax as originally devised and 
constitutionally supported was a tax upon transfers.” But Congressional 
power “to impose death taxes is not limited to the taxation of transfers 
at death. It extends to the creation, exercise, acquisition, or relinquish- 
ment of any power or legal privilege which is incident to the ownership 
of property, and when any of these is occasioned by death, it may as 
readily be the subject of the federal tax as the transfer of the property at 
death.” Congress may place an unapportioned tax upon “a particular use 
or enjoyment of property or the shifting from one to another of any 
power or privilege incidental to the use or enjoyment of property... . 
The power to tax the whole necessarily embraces the power to tax any of 
its incidents or the use or enjoyment of them.” If the property itself is 
taxable, the use or gift of the property is also taxable. Congress may 
similarly tax “the exercise, non-exercise, or relinquishment of a power of 
disposition of property, where other important indicia of ownership are 
lacking.” °° These generalizations were followed by others. “If the gift 
of property may be taxed, we cannot say that there is any want of con- 
stitutional power to tax the receipt of it, whether as the result of inheri- 
tance . . . or otherwise, whatever name may be given to the tax, and 
even though the right to receive it, as distinguished from its actual receipt 
and possession at a future date, antedated the statute. Receipt in possession 
and enjoyment is as much a taxable occasion within the reach of the federal 
taxing power as the enjoyment of any other incident of property.” ° 





85 The Court preliminarily held that the 1942 revision did not “either in its purpose 
or in its practical effect,” regulate property relations within the states. “It is a revenue 
measure enacted in the exercise of the federal power to lay and collect an excise.” 326 
U.S. at 351-52. See also id. at 362. Every tax is in a sense regulatory. But community 
property was “regulated” only in the sense that the estate tax “regulates” dower, trusts, 
joint tenancies, powers of appointment and life insurance. Nor is it significant that the 
community property system did not originate in a desire to avoid taxes. The same is 
true of various items which are included in the gross estate. In all instances it is 
advisable and proper to consider the economics of the situation, whether or not the 
situation derives from attempted avoidance. Furthermore, the argument about tax 
innocence should be taken with a grain of salt. See, e.g., Cahn, Federal Taxation and 
Private Law, 44 Cor. L. Rev. 669, 674 (1944). 

66 326 U.S. at 352-53. See further id. at 361-62. The Chief Justice leaned considerably 
upon his earlier opinion in Bromley v. McCaughn, 280 U.S. 124 (1929), which had sus- 
tained the gift tax. In that opinion he had written that “a tax imposed upon a particular 
use of property or the exercise of a single power over property incidental to ownership, 
is an excise which need not be apportioned... .” Jd. at 136. In Bromley v. McCaughn 
the Justice was concerned with “the exercise of a single power over property” by one 
who was full owner of the property. However, it is no difficult matter to extend Brom- 
ley v. McCaughn to an exercise by one who is not complete owner. The tax is still 
laid upon an “event” and is therefore still indirect. Cf. Whitney v. State Tax Commission, 
309 U.S. 530 (1940), discussed in Part VI. See Parts II, III and IV. 

67 326 U.S. at 353. “The taking of possession of inherited property is one of the most 
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The Chief Justice’s restatement of principle was a new blend of good 
will and ill will toward the precedents. Like earlier cases, Fernandez v. 
Wiener was concerned with a persistent problem: If an estate tax is 
constitutionally indirect because the taxable event is the decedent’s “trans- 
mission” of property at death, why does an estate tax remain impeccably 
indirect when the measure of the tax includes the value of property in- 
terests which are in the survivor before the “transmission” occurs? * 
In the Tyler * and Jacobs" cases the problem had appeared amid seem- 
ingly embarrassing surroundings, since the decedent and survivor had 
been equal co-owners of the property before the death of the decedent. 
The opinions in both cases had met the problem by adjusting the principle 
to fit the facts. A death duty now passed as indirect if the taxable occasion 
was the shifting through death of important incidents of ownership rather 
than the aggregate of all the incidents which we know as “ownership.” 
The Chief Justice’s opinion in the Wiener case expressed the same idea 
in a manner at once more precise and comprehensive. But his opinion was 
implicitly impolite to other decisions which had gained his approval. Those 
decisions had indicated that a donee’s acquisition of possession or enjoy- 
ment at the donor’s death is not an appropriate “event”’ for an estate tax if 
the gift is irrevocable before death and the donor lacks any interest in the 
property at death.’ When we turn to the Wiener opinion, we learn that 
Congress may tax the “receipt” of property as well as the “gift” of prop- 
erty, “whatever name may be given to the tax”’ ; that it is immaterial whether 
the receipt is attributable -to inheritance or some other means; and that 
receipt in possession and enjoyment “is as much a taxable occasion within 
the reach of the federal taxing power as the enjoyment of any other inci- 


ancient subjects of taxation known to the law. Such taxes existed on the European 
Continent and in England prior to the adoption of our Constitution.” Jbid. A substantial 
portion of the Chief Justice’s opinion at this point, including a footnote, is borrowed 
with hardly a change from Mr. Justice Roberts’ dissenting opinion in Coolidge v. Long, 
282 U.S. 582, 633-34 (1931), dealing with state power to tax. See further West, THe 
INHERITANCE TAX 15 (2d ed. 1908). 

68 See Parts III, [V. Cf. Part II. 

89 281 U.S. 497 (1930). 

70 306 U.S. 363 (1939). The Jacobs decision dealt with retroactivity and due process, 
but as Mr. Chief Justice Stone rightfully held, the opinion shed relevant light on the 
“indirect” content of a death tax. The Chief Justice denied that the Tyler and Jacobs 
decisions rested “on the ground that the tax was imposed on a gift made by the husband, 
who had created the tenancy, viewed as a substitute for a testamentary transfer, or on 
any event which antedated the death of one of the joint owners.” 326 U.S. at 354. With 
respect to the due process aspects of the Tyler decision, the Chief Justice was as mis- 
taken as Mr. Justice Frankfurter had previously been. See Part VI. 

71 We have Reinecke v. Northern Trust Company, 278 U.S. 339 (1929), particularly 
in mind. See Part IV. 
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dent of property.” “? Or, to modify the lesson of Knowlton v. Moore,” 
an estate tax may rest upon the “acquisition” of an interest through death 
though the “acquisition” is not accompanied by any “cessation” and 
“transmission” of an interest at death.”* 

It had been argued that since the surviving spouse “owns” half the 
community property before the decedent’s death, that half cannot “pass” 
from the dead so as to occasion an “event” which renders the tax indirect. 
The Chief Justice’s initial generalizations were a new reminder that the 
Constitution is less interested in “ownership” than in “incidents of owner- 
ship.” Just as Congress “may tax not only ownership, but any right or 
privilege that is a constituent of ownership,” ** so may Congress tax not 
only the cessation or acquisition of ownership, but the cessation or acqui- 
sition of any right or privilege that is a constituent of ownership.”* Given 
this premise, the rest was simple, regardless of the “ownership” and origin 
of the property.” If the husband dies first, his death terminates his ex- 
pansive and sometimes profitable control over the wife’s share, and for 
the first time brings her half of the property into her full and exclusive 
possession, control and enjoyment. The cessation of these extensive 
powers of the husband, even though they were powers over property which 
he never ‘owned,’ and the establishment in the wife of new powers of 
control over her share, though it was always hers, furnish appropriate 


72 326 U.S. at 353. “It is the receipt in possession or enjoyment of the proceeds of a 
right previously acquired and vested upon which the tax is laid.” Jd. at 355. The Chief 
Justice’s statement that the date of acquisition of a right is immaterial disposed of the 
fact that the community property involved included accumulations antedating the amend- 
ment of 1942. If the Chief Justice’s language means what it seems to mean, there is not 
very much left of Nichols v. Coolidge, 274 U.S. 531 (1927), considered in Part IV. 
Cf. 326 U.S. at 357. 

73178 U.S. 41 (1900). 

74 See Part II. 

75 See Burnet v. Wells, 289 U.S. 670, 678 (1933). 

76 Cf. Bromley v. McCaughn, 280 U.S. 124, 136 (1929). 

77 One of the objections raised against the statute was that it arbitrarily presumed, 
in order to collect as much tax as possible, that “the entire community is owned or 
economically attributable to the spouse first to die.” See 326 U.S. at 346-47. The Chief 
Justice answered that the statute did not depend upon any presumption of economic 
attribution, and that except “as the statute itself grants an exemption by such attribution,” 
the tax was imposed “without regard to the economic source of the community property. 
Apart from the exemption, it is, as we have seen, the shifting at death of the incidents 
of the property, regardless of origin, which is the subject of the tax.” Jd. at 359. The 
Chief Justice’s response slightly oversimplified the matter and hence slightly confused 
the matter. As Mr. Justice Douglas stated in his concurring opinion, the core of the 
community property discrimination was the failure to tax a husband’s accumulations en- 
tirely to the husband. “It was this disparity which Congress sought to eliminate.” See 
id. at 363-64. The 1942 legislation removed the discrimination by taxing accumulations 
to the decedent if they were economically attributable to him. In a statutory sense the 
tax was laid with explicit reference to “the economic source of the community property.” 
See E. T. 20, 1947 Int. Rev. Butt. No. 23 at 15; Paut, SuPPLEMENT To FEDERAL ESTATE 














1948] ESTATE TAXES AND HIGHER LEARNING OF SUPREME COURT 549 


occasions for the imposition of an excise tax.” If the wife dies first, her 
death “liberates her husband’s share from the restrictions which the 
existence of the community had placed upon his control of it. He acquires, 
by her death, the right to have his share of the community separated from 
hers by partition and to hold it free of all controls. He obtains, for the 
first time, the right to give away his immovables, and the right to give 
away his movables as a whole or by a fraction of a whole.® Here too, the 
wife’s death brings into being a new set of relationships with respect to 
his share of the community as well as hers, among which are new powers 
of control and disposition which are proper subjects of an excise tax 
measured by the value of his share.” ®° 

The Chief Justice’s premise had done its job, but its performance ex- 
ceeded even the Government’s expectations. Although “we do not rest 
decision on the point,” the Chief Justice continued, “it is of some signifi- 
cance” that the “shift of legal relationships” upon the wife’s death “effects 
a shift in point of economic substance. The precept that the wife is equal 
co-owner with her husband of community property undoubtedly calls into 
play within the marital relationship personal and psychological forces 
which have great importance in the practical determination of how com- 
munity property shall be managed by the husband. Though it may be 
impossible fully to translate these imponderables into legal rules, the death 
of the wife undoubtedly brings, in every practical aspect, greater freedom 
to the husband in his disposition of that share of community property 
which is technically his, than is to be gathered solely from a reading of 
statutes and case law.” * 

By this time we should be hardened to the Court’s awareness of marital 
economics.** We should not expect the Court to be obligingly blind where 


AND Girt Taxation 73, 78 (1946). Constitutionally speaking, however, the source of 
the property was immaterial although Congress did not choose to make the source 
immaterial. 

78 326 U.S. at 355. 

79 See note 25 supra. 

80 326 U.S. at 355-56. 

81 Jd. at 356. The Chief Justice states by way of summary: “This redistribution of 
powers and restrictions upon power is brought about by death notwithstanding that the 
rights in the property subject to these powers and restrictions were in every sense 
‘vested’ from the moment the community began. It is enough that death brings about 
changes in the legal and economic relationships to the property taxed, and the earlier 
certainty that those changes would occur does not impair the legislative power to recog- 
nize them, and to levy a tax on the happening of the event which was their generating 
source.” Jd. at 356-57. An authority on Louisiana community property regards the 
wife’s interest as “vested for taxation purposes only.” Daggett, The Oklahoma Community 
Property Act—A Comparative Study, 2 La. L. Rev. 575, 585 (1940). See also id. at 592. 

82 See, e.g., Burnet v. Wells, 289 U.S. 670 (1933) ; Helvering v. Clifford, 309 U.S. 331 
(1940) ; Hormel v. Helvering, 312 U.S. 552 (1941); Comm’r vy. Tower, 327 U.S. 280 
(1946) ; Comm’r v. Sunnen, 92 L. ed. (Adv. Ops.) 673 (1948). 
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“others can see and understand.” ** While the thought may have been 
shocking at first, in taxation the wife is not “a complete stranger” to the 
husband.** Income which is enjoyed by her is indirectly enjoyed by him; 
and dominion over property which is legally in her may be factually in him. 
The daily assumptions of the household transcend the jural notions of 
ownership.* Yet the Chief Justice’s allusion to the “personal and psycho- 
logical forces” of married life unmistakably sounds a new note. In earlier 
instances the relation of husband and wife served to maintain substantial 
prerogatives of individual ownership after complete ownership was gone. 
In the Wiener case the relation of husband and wife is deemed to impose 
appreciable restrictions on the husband’s dominion which are real at home 
if non-existent in court. Despite the variations in emphasis, we should 
not charge the Court with inconsistency. “Ownership” is a many-sided 
concept and one side is as real as the other. “The solidarity of the family” 
enables “the taxpayer to surrender title to another and to keep dominion 
for himself, or if not technical dominion, at least the substance of enjoy- 
ment.” °° The same family solidarity also generates restraints and com- 
pulsions which would ‘otherwise be absent. Both sets of consequences 
highlight the same thing—the nature of a husband’s “ownership.” At 
the very outset, when he is still owner in the fullest property sense, his 
powers are hedged by the “personal and psychological forces” which 
marriage brings to bear. And if marriage enables the husband to retain 
some of the joys of ownership after title is gone, the ownership in ques- 
tion is still the same complex of powers and privileges which were pre- 
viously hedged by the “personal and psychological forces” of marriage. 
The Chief Justice spoke of “personal and psychological forces” called 
into play by the local precept that husband and wife are co-owners of com- 
munity property. But are these “imponderables” less effective if the hus- 
band is sole owner of the property under local law? The answer depends 
on the meaning to be given “imponderables,” which the Chief Justice left 
in a state of ambiguity. At the very least the term must refer to practical 
limitations on a husband’s dominion which are not imposed by the rules 
of property law. However, the same observation about “imponderables” 
may be made if husband and wife are co-owners by the entirety under the 
common law instead of co-owners under community property law. In fact, 
it seems that the “imponderables” may have little to do with the nature 





83 Cf. Child Labor Tax Case, 259 U.S. 20, 37 (1922). 

84 See Helvering v. Clifford, 309 U.S. 331, 336 (1940). - 

85 Cf. Helvering v. Elias, 122 F.2d 171, 172 (C.C.A.2d 1941), cert. denied, 314 U.S. 692 
(1941). See Eisenstein, The Clifford Regulations and the Heavenly City of Legislative 
Intention, 2 Tax L. Rev. 327, 359 (1947). 

86 Burnet v. Wells, 289 U.S. 670, 677 (1933). 
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of a husband’s ownership. Is a New York husband, who is sole owner of 
property, less susceptible to the kind of psychological compulsions which 
trouble a California husband, who is co-owner of property? Statistics are 
lacking, but it is probably correct to say that the compulsions are due to 
the status of marriage and not to the nature of the husband’s ownership. 
If he who is married does not spend and invest as freely as he who is 
single, community property merely enlists compulsions which are already 
doing their work in any event. The particular compulsions in the indi- 
vidual case are naturally influenced by the character of the particular mar- 
riage. But the variations do not efface the general line which may be drawn 
between married men and the unmarried variety. 

This view of marital economics focuses upon conceivable consequences 
which might be thought disconcerting. The Chief Justice’s opinion hints 
that an “indirect’’ estate tax may be placed upon the husband’s property 
when the wife dies because her passing eliminates “personal and psycho- 
logical” restraints upon his dominion. Admittedly, the Chief Justice did 
not commit the Court to so novel a correlation of cause and effect. He 
not only confined his remarks to community property, but emphasized 
that his conclusion did not rest on the “imponderables” of marriage. 
Nevertheless his uninvited discussion of these “imponderables” was more 
than a mere slip of the pen, and a dictum may be remembered as well as 
forgotten.* 

The Chief Justice’s discussion of due process did not relieve the gloom: 


Since the levy is an excise and not a property tax, the case is not one of taking 
the survivor’s property to’ pay the tax on decedent’s estate. As the tax is 
upon the surrender of old incidents of property by the decedent and the acqui- 
sition of new by the survivor, it is appropriately measured by the value of 
the property to which these incidents attach. The tax burden thus laid is 
not so unrelated to the privileges enjoyed by the taxpayers who are owners 
of the property affected that it can be said to be an arbitrary exercise of the 
taxing power. ... While it may generally be true ... that neither the 
husband nor wife gains any over-all financial advantage when the other dies, 
it suffices that the decedent loses and the survivor acquires, with respect to 
the property taxed, substantial rights of enjoyment and control which may 
be of value. Liability to the tax, in order to avoid constitutional objection, 
does not have to rest upon the enjoyment by the taxpayer of all the privileges 
and benefits of the most favored owner at a given time and place. . . .* 


87 Cf. Guaranty Trust Co. v. Blodgett, 287 U.S. 509, 513 (1933). 

88 326 U.S. at 357-58. Cf. Burnet v. Wells, 289 U.S. 670, 678 (1933). The remainder of 
Chief Justice Stone’s opinion was largely devoted to other constitutional objections of 
a subsidiary nature. 326 U.S. at 358-62. See note 53 supra. The Chief Justice denied 
that the tax was “arbitrary and capricious” in reaching “transfers at death and also 
shifting at death of particular incidents of property.” He declared the tax satisfactorily 
“uniform” throughout the United States though “interests in tenancies in common and 
limited partnerships” were not similarly treated. “Considerations of practical convenience,” 
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The Chief Justice enunciated a principle which should dampen any 
hopes that due process may arouse in the near future. If death eliminates 
incidents of ownership in the decedent while generating incidents of 
ownership in the survivor, the attendant tax liability may be measured 
by the entire value of the affected property. In effect, the tax is viewed 
as a turnover levy. Each shift in incidents through death is a taxable 
occasion and the resulting liability may be measured by the value of the 
whole to which the disappearing and emerging incidents relate. The source 
of the property is irrelevant because the controlling consideration is the 
turnover in incidents at death. But may Congress, whenever it pleases, 
aggregate the property involved in the turnover of incidents and the 
decedent’s own property so that the tax is measured by the whole? In the 
light of the Wiener opinion aggregation is a matter on which the Court 
is most reluctant to impose the least censorship. Even in earlier times, 
when the Constitution seemed less aloof from estate taxation, the tax had 
been successfully measured by the combined value of the property over 
which the decedent had a significant incident of ownership and “all the 
other interests of decedent transferred at his death.” *° Before the Wiener 
opinion the question remained whether legislative freedom to aggregate 
was unlimited if the decedent himself never owned or supplied the property 
attributed to him because of an incident of ownership possessed at death. 
In the Whitney case,*° which involved such a situation, the turnover in 
incidents was not enough to obviate the due process issue. The Court 
felt obliged to justify the reasonableness of the liability apart from the 
shifting of incidents at death. ; 

The Wiener opinion does not contain an exhaustive discussion of aggre- 
gation, but it is nevertheless informative. The estate tax is considered a 
levy on the shifting of incidents at death which may be appropriately 
measured by the value of the property to which the incidents relate. May 
not Congress, therefore, impose a single tax on all the incidents shifting at 
death and measure the resulting liability by the combined value of all the 
properties concerned? Evidently Congress may—within the bounds of 





he explained, “and cost in the administration of tax laws afford adequate grounds for 
imposing a tax on a well recognized and defined class, without attempting to extend it 
so as to embrace a penumbra of special and more or less casual interests which in each 
case may or may not resemble the taxed class. . . . Such interests would be but isolated 
specimens of the attorney’s art, and likely to resist efforts to identify them with the. 
taxable subject.” But cf. Poe v. Seaborn, 282 U.S. at 112. See further note 35 supra. 
On the basis of his general reasoning the Chief Justice sustained the related life insurance 
amendment (see note 48 supra) to the extent that it reached insurance on the husband’s 
life, purchased with community funds and subject to his power to change the beneficiary. 

89 Chase National Bank v. United States, 278 U.S. 327, 339 (1929). See Part VII. 

90 Whitney v. State Tax Commission, 309 U.S. 530 (1940), discussed in Part VI. 
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reason. The mere fact that incidents shift from the decedent as to all the 
properties concerned is not an absolute assurance that the properties may 
be aggregated. Suppose, in illustration of the last generality, that the 
decedent was a remote contingent remainderman under a trust created by 
another, and that as a result of the former’s death the remainder dis- 
appeared in favor of an alternate taker. Or suppose that the decedent was 
trustee of a trust created by another and had only narrow administrative 
powers. Could Congress in these circumstances impose an estate tax 
measured by the combined value of the decedent’s own assets and the trust 
property on the ground that incidents in all the properties shifted from 
the decedent? We may surmise that unless justified by some reasonable 
notion of policy, the aggregation might well deny due process.” 

If aggregation may be invalid despite the shifting of incidents from 
the decedent as to each asset, how far may Congress go without crossing 
the line which separates the reasonable from the arbitrary? We can only 
meekly reply that there is no visible line although the line may be crossed 
at some point. To echo a familiar due process refrain, it is all a matter 
of fact and circumstance in the individual case. We may, however, indulge 
in a restrained generalization. The Supreme Court will not disapprove a 
tax base composed of the decedent’s assets and any other property which 
yields him at death what the Court considers a substantial benefit or 
privilege. Moreover, while the Court remains a censor, there is every indi- 
cation that unlike most censors it will be extremely broadminded. Con- 
gress will have to “play the despot” before the Court will intervene,” and 
in view of the Wiener case Congress may be quite thorough without being 
despotic. In permitting an estate tax on the husband’s share of the com- 
munity property when the wife dies, the Court rested the tax on a passing 
of incidents of ownership which are practically indistinguishable from a 
deceased wife's disappearing dower interest.** 

We now revisit a question which was temporarily abandoned on the 
way. May Congress provide that upon a wife’s death the taxable estate 
shall include her husband’s assets in addition to her own? An equally 
pertinent question is whether the assets of both may be combined if the 
husband dies first. We should hesitate to assume that Congress would 
discriminate against one of the sexes though, as Mr. Justice Douglas has 
authoritatively observed, “the two sexes are not fungible.” ** 

It has been apparent for some time that an estate tax upon the prop- 
erty of either husband or wife is frequently bedeviled by gifts before 


®1 Compare discussion of due process in Part VI. 

92 See Burnet v. Wells, 289 U.S. 670, 682 (1933). 

98 See this Part, supra. 

% See Ballard v. United States, 329 U.S. 187, 193 (1946). 
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death from one to the other. Familiar issues constantly rear their heads. 
Was the gift complete or incomplete? If the gift was complete, was it 
made in contemplation of death? Or was the gift intended to take effect 
in possession or enjoyment following the donor’s demise? In the face of 
these and related problems Congress might draw several conclusions. It 
might decide that one who makes gifts to his spouse before death should 
not pay a smaller‘estate tax at the end than one who makes no such gifts 
at all. It might also decide that the internal affairs of a peaceful marital 
economy are normally little affected whether the gift is made or withheld, 
and that the estate tax has been unduly benevolent to inter-spousal gifts 
and the resulting administrative inconveniences. But aside from the dis- 
criminations and complexities produced by such transfers, the assets owned 
by each spouse are not the assets of two strangers. The combined prop- 
erties of both usually bestow substantial benefits on both,” so that the 
death of either effects a shift in economic enjoyment which embraces the 
properties of both. In focusing upon that shift and aggregating the 
property of husband and wife, the estate tax would treat all husbands and 
wives alike, whether theproperty was held singly, jointly or in community. 

If Congress were to combine the property of husband and wife when 
either died, the Constitution could be read as authorizing the resulting 
liability.°* We know that Congress may “fasten” on “a shift in economic 
interest” as “the occasion for a tax.” *’ But since the ultimate touchstone 
is an economic shift, must there also be a legal shift in incidents of owner- 
ship? For the purposes of due process the Supreme Court has already 
held that an estate tax may rest solely on economic considerations operat- 
ing within an intimate family group.** Similar considerations should be 
similarly influential in determining whether the occasion for the tax makes 
the tax “indirect.” A Constitution which is “eminently practical” in one 
instance should not be less practical in the other. The Wiener opinion 
intimates that a levy on community property is “indirect” because of the 
practical enlargement through the wife’s death of the husband’s dominion 
over his share of the property. This enlargement is an increased freedom 
to exercise legal incidents of ownership which are in the husband before 





%5 Cf. H. R. Rep. No. 1040, 77th Cong., 1st Sess. 19-20 (1941), emphasizing the greater 
freedom enjoyed by the husband if the wife has money of her own. 

%6 The discussion which proceeds above does not advocate any specific legislative change. 
We are examining the range of Congressional power within which any revision might be 
planned. Not everything which is constitutional is necessarily wise. The discussion does 
not exclude an adequate exemption for the surviving spouse. A possible exemption 
we have in mind is one which takes into account the survivor’s own wealth at the death 
of the decedent. It is not of the loophole variety, as exemplified by “split property.” 

87 See Whitney v. State Tax Commission, 309 U.S. 530, 539 (1940). 

98 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935). See Part V. 
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the wife’s death but harassed by non-legal restraints attributable to the 
marital relationship. It is but a short step to an additional conclusion 
once we agree that the same restraints are generally effective throughout 
the United States and that their removal is economically significant when 
the husband becomes a widower or the wife a widow.” The further con- 
clusion would be that the death of one spouse “undoubtedly brings, in 
every practical aspect, greater freedom” to the survivor in exercising his 
existing prerogatives of ownership under property law, and that the 
acquisition of a new freedom untrammelled by tk > “personal and psycho- 
logical forces” of marriage is an “event” upon wi:’* : Congress may impose 
an estate tax.?” 

Would due process forbid an estate tax measured by the value of the 
combined holdings of husband and wife upon the death of either? Under 
the Wiener opinion “it suffices that the decedent loses and the survivor 
acquires, with respect to the property taxed, substantial rights of enjoy- 
ment and control which may be of value.” ** If the loss and gain must 
be represented by shifting “legal” incidents of ownership, the decedent 
necessarily loses nothing and the survivor gains nothing relating to prop- 
erty owned solely by the survivor. However, it would be strange to infer 
that the survivor must be legally enriched when the opinion itself stresses 
the acquisition of greater practical freedom in exercising existing legal 
rights. If it be said that the practical restraints of marriage were con- 
sidered only in exploring the “indirect” character of the questioned tax, 
it may be answered that the same restraints are also relevant apropos of 
due process. If it is true that the marital restraints removed by death from 
the survivor’s property are essentially negative in character, it is also true 
that a wife’s incidents in community property are essentially negative 
before the marriage ends.*” But is either spouse’s concern with the prop- 
erty of the other only negative in character? Might not a reasonable 
Congress suppose that husband and wife affirmatively enjoy the blessings 
of their combined resources and that each has something to say as to the 
scope and character of their concurrent enjoyment? Is it unreasonable, 
then, to conclude that the death of one brings exclusive “control and enjoy- 
ment” to the other despite prior ownership under property law, and that 
the decedent’s surrender and the survivor’s acquisition of “control and 
enjoyment” meet the requirements of due process? *** 


99 See this Part, supra. 

100 Cf, Fernandez v. Wiener, 326 U.S. 340, 356 (1945); Tyler v. United States, 281 
U.S. 497, 503 (1930). 

101 326 U.S. at 358. 

102 See this Part, supra. 

108 Cf, Fernandez v. Wiener, 326 U.S. at 355. 
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These questions bring us to Hoeper v. Tax Commission,’ in which 
the Supreme Court condemned a state income tax on the husband, mea- 
sured by the combined income of husband and wife, as a denial of due 
process.*** Assuming that the Hoeper decision also affects death taxes,’ 
is the decision more than a lingering relic of a bygone day when the area 
of the reasonable was unreasonably circumscribed ? Constitutional fashions 
are probably less fickle than women’s fashions, but the Court has been 
known to change its mind.*” 

In the Hoeper case the wife’s income was “in the fullest degree her 
separate property” under local law “and in no sense that of her husband.” 
Therefore, Mr. Justice Roberts inferred, “the question presented is 
whether the state has power by an income-tax law to measure his tax, not 
by his own income but, in part, by that of another.” *°* Mr. Justice 
Roberts did not realize that his question was much broader than the cir- 
cumstances warranted. An income tax might be measurable in part by 
the income of the taxpayer’s wife and yet not by the income of some friend. 
What is reasonable in one situation may be outrageous in another. Con- 
ceivably the intimate relationship of the parties, their mutual financial 
interests, and the benefits derived by each from the income and property 
of both may justify a tax upon their combined income which would other- 
wise be unreasonable. Mr. Justice Roberts’ question conveniently enabled 
him to invalidate the tax, for the peculiar marital considerations which 
might sustain the tax became wholly immaterial. A husband’s income 
could not be combined with his wife’s unless, as a general matter, his 
income might be combined with the income of anyone else.*” 

Having imposed a condition which could not be met, Mr. Justice 
Roberts held that the condition had not been met. “We have no doubt 
that, because of the fundamental conceptions which underlie our system, 
any attempt by a state to measure the tax on one person’s property or 
income by reference to the property or income of another is contrary to 
due process of law as guaranteed by the Fourteenth Amendment. That 
which is not in fact the taxpayer’s income cannot be made such by calling 
it income.” “° An attempt to sustain the tax as “necessary to prevent 





104 284 U.S. 206 (1931). Cf. Bruton, The Taxation of Family Income, 41 Yate L. J. 
1172, 1192 (1932) ; Ray, Proposed Changes in Federal Taxation of Community Property: 
Income Tax, 30 Cauir. L. Rev. 397, 425 (1942). 

105 See note 112 infra. 

106 The Hoeper decision relied upon the death tax opinion in Schlesinger v. Wisconsin, 
270 U.S. 230 (1926), and was, in turn, relied upon in Heiner v. Donnan, 285 U.S. 312 
(1932). 

107 See Smith v. Allwright, 321 U.S. 649, 665 (1944). 

108 284 U.S. at 215. 

109 Cf, Burnet v. Wells, 289 U.S. 670, 682 (1933). 

110 284 U.S. at 215. 
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frauds and evasions” by married persons was frustrated by the generality 
that a tax on A is not measurable by the property of B. “The claimed 
necessity cannot justify the otherwise unconstitutional exaction.” “* A 
further assertion that the tax was a local regulation of marriage fared no 
better. In the first place, the state had, “except in its purely social aspects, 
taken from the marriage status all the elements which differentiate it from 
that of the single person. In property, business and economic relations 
they are the same. It can hardly be claimed that a mere difference in social 
relations so alters the taxable status of one receiving income as to justify 
a different measure for the tax.” Secondly, since the statute was a revenue 
and not a regulatory measure, the tax could not be salvaged by “the prin- 
ciple that where the legislature, in prohibiting a traffic or transaction as 
being against the policy of the state, makes a classification reasonable in 
itself, its power so to do is not to be denied simply because some innocent 
article comes within the proscribed class. . . . Taxing one person for the 
property of another is a different matter. . . .” ™* 

Mr. Justice Holmes expressed a different understanding of marriage 
and taxes under the same Constitution.’*** “This case,” he wrote, “cannot 
be disposed of as an attempt to take one person’s property to pay another 
person’s debts. The statutes are the outcome of a thousand years of his- 
tory. They must be viewed against the background of the earlier rules 
that husband and wife are one, and that one the husband ; **! and that as 
the husband took the wife’s chattels he was liable for her debts. They form 
a system with echoes of different moments, none of which is entitled to 
prevail over the other.” The state’s emphasis “on separation of interests 
cannot make us deaf’ to the simultaneous assumption “of community 
when two spouses live together and when usually each would get the benefit 
of the income of each without inquiry into the source. So far as the Con- 
stitution of the United States is concerned, the legislature has power to 
determine what the consequences of marriage snall be, and as it may pro- 


111 Jd, at 216-17. 

112 Jd. at 217-18. The Hoeper decision has been explained as due to the husband’s liability 
for the entire tax on the combined income of both spouses instead of a pro rata portion 
of the tax. See H. R. Rep. No. 1040, 77th Cong., Ist Sess. 20, 22 (1941); Bruton, The 
Taxation of Family Income, 41 Yate L. J. 1172, 1193 (1932). Cf. Douglas, J., in 
Fernandez v. Wiener, 326 U.S. 340, 365 (1945). However, the decision was apparently 
not so narrow in scope. The dominant consideration was that whether the husband 
paid the entire tax or the liability was apportioned between him and his wife, he had to pay 
more than he would have paid if their taxes had been separately assessed. See 284 U.S. 
at 212, 213, n. 1, 219; Oliver, Community Property and the Taxation of Family Income, 
20 Tex. L. Rev. 532, 559 (1942) ; Note, 52 Yate L. J. 355, 396 (1943). 

118 Justices Brandeis and Stone agreed with him. 

114 Cf, LUNDBERG AND FARNHAM, MopERN WoMAN: THE Lost Sex 422 ef seq. 


(1947). 
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vide that the husband shall or shall not have certain rights in his wife’s 
property, and shall or shall not be liable for his wife’s debts, it may enact 
that he shall be liable for taxes on an income that in every probability will 
make his life easier and help to pay his bills. Taxation may consider not 
only command over, but actual enjoyment of, the property taxed.” ™* 
Mr. Justice Holmes added “a few words” which he thought “super- 
fluous.” Although the state had “taken away the former characteristics 
of the marriage state,” it had kept “this one,” and “wheii the legislature 
clearly indicates that it means to accomplish a certain result within its 
power to accomplish, it is our business to supply any formula that the 
elegantia juris may seem to require.” The combining of income, the 
Justice concluded, was also justified by “its tendency to prevent tax 
evasion.” “No doubt,” he admitted, if “there was no reasonable relation 
between the law and the evil, the statute could not be upheld. But the fact 
that it might reach innocent people does not condemn it,” for “‘adminis- 
trative necessity may justify the inclusion of innocent objects or trans- 
actions within a prohibited class.” **° 

Mr. Justice Holmes’ dissent invoked the power of the states to regulate 
the incidents of marriage, including the financial benefits and burdens 
of this ancient institution. Congress is not yet endowed with similar 
authority over marital affairs, and the reasoning of the dissent, though 
fully accepted, would not fully apply to federal taxation. But Mr. Justice 
Holmes’ emphasis on local power to define the legal consequences of 
marriage does not obscure certain economic consequences of marriage 
which the Justice brought to the majority’s attention."** Indeed the eco- 
nomic consequences seem to have persuaded him that in combining the 
income of a husband and wife the state was declaring the legal conse- 
quences. In the light of the Justice’s analysis, each spouse benefits from 
the income of the other; the benefits are normal incidents of their mar- 
riage; and the state may regulate the incidents by taxing the incomes of 
both to the husband. If the economic incidents have an independent ex- 
istence of their own, Congress should be free to determine their tax effects, 
in the absence of some constitutional restriction, although it lacks the 
power to regulate these incidents directly. Congress may turn the devolu- 
tion of property into a source of revenue although it cannot regulate the 
devolution directly.*** 

As matters stood after the Hoeper decision, the formal differences in 
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115 284 U.S. at 219-20. 

116 Jd. at 220-21. 

117 Cf, 32 Cor. L. Rev. 374, 375 (1932). 

118 See Part II. Cf. Burk-Waggoner Ass’n v. Hopkins, 269 U.S. 110, 114 (1925); 
Helvering v. National Grocery Co., 304 U.S. 282, 286 (1938). 
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principle were clear enough. According to Mr. Justice Roberts, a tax on 
the income or property of A could not be computed by reference to the 
income or property of B, whether A and B were friends or foes, married or 
unmarried. The prohibition was allegedly absolute ; exceptions were not to 
be made in response to pleas of necessity. According to Mr. Justice Holmes, 
there was neither rule nor exception. Concrete circumstances might or 
might not justify a tax measured by the aggregate income or property 
of A and B; and the tax was to be sustained unless the Court was unable 
to detect a rational justification. We should, however, remember that 
appearances were deceiving and that the differences were never as wide as 
they seemed. The Court has more often allowed than forbidden a tax on 
A, measured in part by property or income which B owns under local 
law.**® Actually the eloquent generalization about A and B has, through 
the cooperation of Mr. Justice Roberts,**? been succeeded by another. 
Income or property owned by B under property law may be attributed to 
A under tax law if the attribution is rational. The question has become 
one of permissible ends and appropriate means. “Congress may adopt a 
measure reasonably calculated to prevent avoidance of a tax.” *** To 
reconstruct an earlier observation by Mr. Justice Roberts, “a claimed 
necessity may justify an otherwise unconstitutional exaction.” *” 

The Hoeper decision is still on the books, and in later utterances Mr. 
Justice Roberts carefully preserved the decision as a precedent.*** But the 
decision can no longer rest on its principle because the principle is gone. 
If the decision is to survive, the excuse must now be that the tax con- 
demned was wholly arbitrary in purpose or method. For the present we 
may predict that the excuse would fail to convince the Supreme Court as 
the Supreme Court is now constituted. A tax which is measured by the 
combined property or income of husband and wife seems well buttressed 


119 See, e.g., Lucas v. Earl, 281 U.S. 111 (1930); Tyler v. United States, 281 U.S. 
497 (1930), and discussion in Part III; Milliken v. United States, 283 U.S. 15 (1931) ; 
Burnet v. Wells, 289 U.S. 670 (1933) ; Douglas v. Willcuts, 296 U.S. 1 (1935) ; Jacobs v. 
United States, 306 U.S. 363 (1939), discussed in Part III; Helvering v. Clifford, 309 
U.S. 331 (1940) ; Helvering v. Horst, 311 U.S. 112 (1940); Helvering v. Eubank, 311 
U.S. 122 (1940) ; Harrison v. Schaffner, 312 U.S. 579 (1941) ; Fernandez v. Wiener, 326 
U.S. 340 (1945) ; Comm’r v. Tower, 327 U.S. 280 (1946); H. R. Rep. No. 1040, 77th 
Cong., Ist Sess. 20 (1941) ; and cases cited in the following note. Cf. Porter v. Comm’r, 
288 U.S. 436 (1933), considered in Part II. A and B have been ignored under the Hallock 
line of decisions. See Part V. 

120 See Reinecke v. Smith, 289 U.S. 172 (1933); Helvering v. City Bank Farmers 
Trust Co., 296 U.S. 85 (1935) ; Helvering v. Bullard, 303 U.S. 297 (1938) ; and Part V. 

121 Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 90 (1935). 

122 Hoeper v. Tax Commission, 284 U.S. at 217. 

123 See Reinecke v. Smith, 289 U.S. 172, 178 (1933) ; Helvering v. City Bank Farmers 
Trust Co., 296 U.S. 85, 92 (1935). Compare, in addition, Burnet v. Wells, 289 U.S. 670, 
682 (1933) ; Whitney v. State Tax Commission, 309 U.S. 530, 541 (1940). 
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by the enhanced benefits flowing to each. These benefits amply illustrate 
the thought that a taxpayer’s enjoyment of “privileges and benefits” may 
be “‘so substantial and important as to make it reasonable and just to deal 
with him as if he were the owner, and to tax him on that basis.’ *** Nor 
should we disregard the administrative aspects of the supposed aggrega- 
tion of assets,’*° since “administrative convenience, the practical neces- 
sities of an efficient system of taxation, will have heed and recognition 
within reasonable limits.” *”° 

The Chief Justice’s opinion in the Wiener case did not overrule the 
Hoeper decision. So unpleasant a chore was neither requested nor neces- 
sary.*** Mr. Justice Black and Mr. Justice Douglas were less charitably 
disposed. A separate opinion by the latter revealed that as far as they were 
concerned the Hoeper decision was already dead if still unburied.*** At 
first blush this act may appear to be an unpardonable deviation from 
judicial proprieties.**® Although there was no need to pass judgment on the 
Hoeper decision, both Justices insisted that judgment be passed. When 
proprieties are involved, however, we should also consider the appropriate 
as well as the necessary.**® The two Justices evidently thought that the 
Chief Justice’s opinion was excessively elaborate where Doric simplicity 
would do. Yet in order to write a very simple opinion they had to repudi- 
ate the Hoeper case. Once they had done so, the rest was easy. 

Mr. Justice Douglas moved rapidly to his destination. His point of 
departure was the generality that Congress is not “circumscribed by what- 
ever lines are drawn by local law” and may in reliance on “more realistic 
considerations” establish “classifications for estate tax purposes on eco- 
nomic actualities.” *** Hence the Hoeper decision had paid homage to 
error, for there is “no reason why that which is in fact an economic unit 


124 Mr. Justice Roberts’ later opinions (see note 120 supra) do not by any means stress 
that a principle is being abandoned. And they do not concede the influence of Mr. Justice 
Holmes’ “penumbra” principle, which had failed to prevail in the Hoeper case. Even 
where taxes are concerned, Mr. Justice Holmes had contended, “the law allows a penum- 
bra to be embraced that goes beyond the outline of its object in order that the object 
may be secured.” Schlesinger v. Wisconsin, 270 U.S. 230, 241 (1926). See Lowndes, 
A Day in the Supreme Court with the Federal Estate Tax, 22 Va. L. Rev. 261, 265 (1936). 

125 See this Part, supra. 

126 See Burnet v. Wells, 289 U.S. 670, 678 (1933). See further Fernandez v. Wiener, 
326 U.S. 340, 358 (1945). 

127 See Brief for Appellant in the Supreme Court, pp. 20-21, distinguishing the Hoeper 
case from the Wiener case. 

128 326 U.S. at 363. 

129 Compare Jones v. Opelika, 316 U.S. 584, 623 (1942). 

130 Tt is not forgotten that in other contexts “appropriate” is the equivalent of “neces- 
sary.” See, e.g., Welch v. Helvering, 290 U.S. 111, 113 (1933) ; Comm’r v. Heininger, 
320 U.S. 467, 471 (1943). 

181 326 U.S. at 365. See 1 Paut, Feprrat Estate anp Girt TAXxATIon 67-68 (1942). 
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may not be treated as one in law.” A brief quotation from Mr. Justice 
Holmes’ dissenting opinion illuminated the salient characteristics of the 
unit.** The remainder of Mr. Justice Douglas’ opinion was a mere 
mopping-up operation. If Congress may combine the property of husband 
and wife when imposing an estate tax on either, it may certainly tax less 
by including in the husband’s estate his own accumulations which the 
community property system attributes to him and his wife.*** 

Mr. Justice Douglas’ opinion leaves us at the frontiers of judicial 
theory. Husband and wife may be treated as one when that one is no 
longer the husband alone. The Court as a whole has yet to agree, but 
we may expect agreement if Congress should some day arrive at the 
present frontiers. Then Congress and the Court will finally be standing 
where Mr. Justice Holmes stood more than fifteen years ago. 


IX. A Finat Note on PAst, PRESENT AND FUTURE 


In the beginning the estate tax was rationalized as a duty on the “trans- 
mission” of property from the dead to the living. Then, as now, Con- 
gress was forbidden to impose a tax on property without obeying the 
constitutional rule of apportionment. The “transmission” rendered the 
tax indirect and the rule irrelevant because the tax was not on the property. 
A tax on property would not do; a tax on its “transmission” measured 
by the property did very nicely. A tax by reason of ownership was a tax 
on the property owned ; a tax by reason of its “transmission” was a tax on 
something else.* In time the applicable principle had to be revised if the 
tax was to reach dispositions before death which were substitutes for 
dispositions at death. A resourceful Supreme Court did not despair and 
rationalized anew. The tax was still indirect, said the Court, if the donor 
retained significant incidents of ownership and the termination of those 
incidents through his death marked a substantial change for the donee’s 
benefit.* This revised view pinched as well as comforted. There were 
indications that in the absence of a “passing” or “shifting” of incidents 


132 326 U.S. at 365-66. 

188 Jd, at 366. The objection based on the uniformity clause of the Constitution (see 
note 53 supra) was answered: “On the facts of this case the law goes no further than 
to eliminate the estate tax advantage which a married rancher, business man, etc., in 
Louisiana has over those similarly situated in the common law States. Congress, to be 
sure, has disregarded the manner in which Louisiana divided ‘ownership’ of property 
between husband and wife. But as between husband and wife, notions of ‘vested interests,’ 
‘ownership,’ and the like, established by local law, are no sure guide to what ‘belongs’ to 
one or the other in any practical sense. . . .” 

1 See Part II. 

2 Cf. Paut, TAXATION For Prosperity 18-19 (1947) ; Powell, More Ado About Gross 
Receipts Taxes, 60 Harv. L. Rev. 501, 502-503 (1947). 

8 See Parts II and III. 
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at death, the estate tax could not reach property transferred during life 
unless transferred in contemplation of death. Only gifts in contemplation 
of death seemed to be so unmitigatedly evil as to warrant a lonely 
exception.* 

Later a renovated Supreme Court began to read the Constitution. It 
became sufficient that “one person acquires economic interests in property 
through the death of another person, even though such acquisition is in 
part the automatic consequence of death or related to the decedent merely 
because of his power to designate to whom and in what proportions among 
a restricted class the benefits shall fall.” ° It was deemed immaterial that 
the decedent neither owns nor exercises any dominion over the property 
during life which is so “acquired” at death.* Eventually the Wiener 
decision came along and “transmissions” were canvassed more thoroughly 
than ever. In an effort to be comprehensively brief, we may say that a 
“transmission” emerged as “the shifting from one to another” through 
death “of any power or privilege incidental to the ownership or enjoy- 
ment of property,” or the receipt in possession or enjoyment of property 
at death even if the right to receive the property was created before death.’ 
Probably most significant was the unsolicited intimation that the death of 
one spouse might effect a “transmission” with respect to the property of 
the other because of the ensuing economic consequences. Two Justices did 
more than intimate.* The Supreme Court also made progress in another 
direction. Gifts became taxable at death though not made in contempla- 
tion of death and though nothing “passed” or “shifted” at death.° 

These chapters on “transmissions” were not the entire story. Due 
process also participated in the unfolding plot. An estate tax measured 
by the decedent’s probate property could hardly be reproached for under- 
mining “the fundamental conceptions which underlie our system.” *° But 
was the tax innocent of subversive activities if the measure embraced 
assets which local property law did not attribute to the decedent as owner? 
At first the Supreme Court was not too troubled. The full value of prop- 
erty held by the decedent and his wife as co-owners by the entirety was 
includible in his gross estate because the property had been originally 
acquired with his own funds, and the inclusion of the whole was a means 





4 See Part IV. 

5 Whitney v. State Tax Commission, 309 U.S. 530, 538-39 (1940). 

6 See Part VI. 

t Fernandez v. Wiener, 326 U.S. 340, 352-53 (1945). See Part VIII. Cf. Chickering 
v. Comm’r, 118 F.2d 254, 257-58 (C.C.A.1st 1941), cert. denied, 314 U.S. 636 (1941). 

8 See Part VIII. 

® “Passing” and “shifting” may still be crucially significant in instances of retroactivity. 
See Parts II, III, IV, V and VII. 

10 Cf. Hoeper v. Tax Commission, 284 U.S. 206, 215 (1931). 
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of preventing avoidance through a substitute for a will.’ Before long the 
spirit of tolerance was on the wane. Under a régime of due process a tax 
on A could not be measured by the property of B, and no necessity could 
sanction what due process forbade. This supposedly unyielding abso- 
lutism would have no traffic with practicalities. And so it came to pass that 
gifts made within two years of death were beyond reach of the estate tax. 
Indeed the Court let it be known that an estate tax on such gifts, while 
others were left alone, was indefensible discrimination. Since the Court 
had already disregarded the immutable principle which Congress was 
forbidden to disobey, some clarifying observation was in order and the 
Court supplied an explanation. Property not owned by the decedent under 
local law was includible in his gross estate only if the property was given 
away in contemplation of death or there was a “transfer,” “passing” or 
“shifting” at death. Otherwise the property was not includible even if the 
prevention of avoidance led to the inclusion.” 

The principle concerned with the fortunes of A and B proved to be 
less immutable and unyielding than the Court conceded. The principle 
presupposed that a concept “embodied, more or less vaguely, in common- 
law traditions” of ownership ** determined the reach of the estate tax. 
But the common law, it appeared, was no more authoritative on the 
problem of due process than on the subject of “transmission.” ** And 
once the common law ceased to control, the problem of due process became 
the usual question of reasonableness, for the problem could no longer be 
any other question. Tax liabilities might “rest upon the enjoyment by the 
taxpayer of privileges and benefits so substantial and important as to 
make it reasonable and just to deal with him as if he were the owner and 
to tax him on that basis.” There was a margin “for the play of legislative 
judgment” and an aggrieved taxpayer would have to show that the legis- 
lators had done “a wholly arbitrary thing” and “laid a burden unrelated to 
privilege or benefit.” ** The rule of reason was put to work. In order to 
preclude avoidance Congress might attribute trust property to a settlor 


11 See Part III. See further Part II. 

12 See Part IV. 

18 See Burnet v. Wells, 289 U.S. 670, 678 (1933). 

14 Cf, Douglas, J., in Fernandez v. Wiener, 326 U.S. 340, 365 (1945). 

15 Burnet v. Wells, 289 U.S. 670, 678-79 (1933).” . . . limitations like the Fifth Amend- 
ment are not like sailing rules, or traffic ordinances; they do not circumscribe the action 
of Congress by metes and bounds. Rather they are admonitions of fair dealing, whose dis- 
regard the courts will correct, if extreme and glaring. .. .” Learned Hand, J., Cohan v. 
Comm’r, 39 F.2d 540, 545 (C.C.A.2d 1930). In a probably careless moment Mr. Justice 
Sutherland generalized that the due process clause limits Congress’ power only “in rare 
and special instances.” Magnano Co. v. Hamilton, 292 U.S. 40, 44 (1934). Cf. United 
States v. Jacobs, 306 U.S. 363, 370 (1939): “... the presumption that an Act of Con- 
gress is valid applies with added force and weight to a levy of public revenue.” 
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whose reacquisition of the property required the trustee’s consent. Soon 
after the Court sanctioned a more stringent measure of protection. Con- 
gress might treat a donor as owner even when his reacquisition of the 
property depended on the donee’s consent.** Within a few years matters 
became extremely simple. Congress might impose estate tax on all gifts; 
and it might also select some and omit the others as long as the selection 
was not irrational.*’ The rule of reason continued to assert itself where 
the decedent was not a donor. Property might be attributed to a decedent 
regardless of its origin—a factor once considered significant—if his 
death shifted substantial economic benefits from him to a survivor.** Now 
the rule of reason seems prepared to aggregate the property of husband 
and wife when either dies.*® 

Meanwhile strange things had happened in the name of legislative inten- 
tion.” A gift intended to take effect in possession or enjoyment at or 
after the donor’s death was not necessarily intended to take effect in pos- 
session or enjoyment at or after the donor’s death. A gift was so intended 
only if the property “passed” from the “possession, enjoyment or control” 
of the donor at his death. This statutory notion derived in part from 
the constitutional notion that a “transmission” must occur at death. It 
was not enough that a remainderman’s enjoyment awaited the donor’s 
death. Nor did a donor retain “possession, enjoyment or control” until 
death by reserving a generous power to manage trust property or a power 
to revoke or alter a beneficial interest with the consent of the beneficiary. 
The next step was the Court’s fascinating decision that trust property 
does not pass out of the settlor’s “possession, enjoyment or control” if 
he retains the income until he dies. Then, for a change, the required 
“passing” occurred when the donor’s death transformed the donee’s con- 
tingent remainder into a vested remainder, the donor having had a rever- 
sionary interest until death and the donee having enjoyed the intervening 
interest. We may wonder how the donor had managed to retain “pos- 
session, enjoyment or control” if a donor who had reserved a life estate 
had not. There is really no mystery if we also ignore the statute. A 
donor retains “possession, enjoyment or control,” reasoned the Court, if 
he retains a “vested” interest which moves at death from donor to donee. 
Naturally the necessary “passing” failed to materialize when a similarly 
defeasible remainder was “vested” in the donee prior to the donor’s death. 

A majority of the Court had plunged deeply into the wasteland of 





16 See Part V. 

17 See Parts V and VII. 

18 See Parts VI and VIII. 

19 See Part VIII. 

20 See Part IV. Cf. Part VII. 
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vested and contingent remainders after starting from the assumption that 
gifts are generally immune from estate tax in the absence of a “trans- 
mission” at death. But at the moment of deepest penetration another 
majority disclosed that the Constitution was not responsible for the 
assumption.** Congress could place gifts in the estate tax base, whether 
a “transmission” was absent or present, subject to the restraint of due 
process. Within five years a reconstituted Court beat a full retreat from 
the land of vested and contingent remainders, leaving two fallen prece- 
dents behind. A gift was now intended to take effect in possession or 
enjoyment following the donor’s demise where the donee had to survive 
the donor in order to possess or enjoy his gift and the property would 
revert to the donor if the donee failed to survive him. Talk of “trans- 
missions” at death died down as the Court identified the gift itself as the 
taxable event. New answers breed new questions. Was tax payable no 
matter how remote the decedent’s possibility of reacquiring the property? 
Why was the possibility relevant under a statute which speaks only of 
the donee’s delayed possession or enjoyment? Soon the Court answered 
the first of these questions. The remoteness or propinquity of the reverter 
was immaterial. The tax would apply if the settlor retained “some con- 
tingent interest in the property until his death or thereafter, delaying until 
then the ripening of full dominion over the property by the beneficiaries.” ** 
This additional information sharpened the thrust of the second question, 
which is still unanswered. When the donee’s possession or enjoyment 
awaits the donor’s death, possession or enjoyment is delayed until that 
event, whether or not the donor has a reversionary interest. 

If the present state of the law is not as it should be, we now have a 
Constitution which assures us that the law need not be as it is. Congress 
has ample elbow room to fashion and refashion the statutes. What is 
constitutional may not be desirable, but what is desirable is now more than 
ever constitutional. Of course, the available principles do not justify any 
and all consequences. A legal principle is inherently limited. It is negative 
as well as affirmative. Precisely how far, then, may Congress go without 
going too far? At this point it seems wise to subside into silence. 


21 See Part V. 
22 Fidelity-Philadelphia Trust Co. v. Rothensies, 324 U.S. 108, 112 (1945). 
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Notes 


Contributions to Capital by Non-shareholders. Business was bad in 
the Town of Sayre; there was extensive unemployment. The victims of this 
situation decided to do something about it. They induced a manufacturing 
corporation to move to Sayre, thereby creating the jobs they needed. By 
public subscription the people of the community raised enough money to acquire 
a suitable plant which they offered to, and did convey to, the new industry in 
return for its coming to town. The recipient, The McKay Products Corpora- 
tion sought to include what the plant had cost the people of Sayre in its equity 
invested capital as a contribution to capital. The Commissioner disallowed the 
item. The Tax Court, sustaining the Commissioner, held the plant was not a 
contribution to capital, because its contributors were not shareholders of the 
donee corporation.* 

This interesting case raises some important questions: (1) Must a con- 
tribution to capital be excluded from invested capital unless received from a 
shareholder? (2) Must a transfer be a gratuity to qualify as a contribution 
to capital? (3) If a transfer qualifies as a contribution to capital, at what 
figure is it taken into invested capital? (4) Is the transferee entitled to an 
allowance for depreciation ? 


I 


(1) The World War I excess profits tax did not provide, as does section 
718 of the Code, for inclusion in invested capital of “property paid in as . 
a contribution to capital.” The 1917, 1918 and 1921 Acts did provide for 
inclusion of paid-in surplus,? which was held not to include money or property 
received from a non-shareholder.* While there is some authority to the con- 
trary,* the prevailing view was that contributions by non-shareholders could 
not be taken into invested capital.® 
Had Congress intended to impose the same limits on invested capital as were 
imposed by prior law, presumably it would have used the same language. It 
did not do so. Instead, it provided explicitly for the inclusion of “property 
. previously paid in... as paid-in surplus, or as a contribution to 
capital.” Shareholder contributions were includible under former law as 


1 The McKay Products Corp., 9 T.C. 1082 (1947). Accord: Brown Shoe Co., Inc., 
10 T.C. No. 35 (1948). 

2 Revenue Act of 1917, Sec. 207(a) (3) ; Revenue Acts of 1918 and 1921, Sec. 326(a) (3). 
For a brief summary and discussion of the excess profits tax provisions of the 1917 Act, 
see La Belle Iron Works v. United States, 256 U.S. 377 (1921). 

8 Frank Holton & Co., 10 B.T.A. 1317 (1928); Tampa Electric Co., 12 B.T.A. 1002 
(1928) ; Tall Timber Lumber Co. v. Comm’r, 39 F.2d 888 (C.C.A.5th 1930). 

4 Southern Pac. Co. v. Edwards, 57 F.2d 891 (S. D. N. Y. 1932), discussed in 2 Monrt- 
GOMERY, FEDERAL TAXES—CORPORATIONS AND PARTNERSHIPS (196-47) 372. 

5 Cases cited note 3 supra. 
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paid-in surplus.* Hence the provision for taking in “contributions to capital” 
was not necessary to get shareholder contributions into invested capital. It 
seems a fair conclusion, then, that the broader language of section 718 was 
designed to assure inclusion of contributions by non-shareholders. 

The regulations in effect prior to and at the enactment of section 718 in 
1940 support this view of the significance of the term “contribution to capital.” 
Reg. 103, Sec. 19.113(a) (8)-1* provided in part as follows: 


In respect of property acquired by a corporation after December 31, 1920, 
from a shareholder as paid-in surplus, or from any person as a contribution 
to capital, the basis of the property in the hands of the corporation is the basis 
which the property would have had in the hands of the transferor if the trans- 
fer had not been made. (Emphasis supplied) 


Thus the distinction made by section 718 between “paid-in surplus” on the 
one hand and a “contribution to capital” on the other was already present in 
the regulations. The latter term had an accepted meaning as including a 
contribution by “any person” as distinguished from a “shareholder.” That 
Congress used the term in that sense in section 718 is further evidenced by 
Reg. 112, Sec. 35.718-1. This regulation makes precisely the same distinc- 
tion, in the seme language, between “paid-in surplus” and a “contribution to 
capital” which had been and still is made in the income tax regulation above 
quoted. 

This definition of the term accords with judicial usage. Thus in Edwards v. 
Cuba Railroad Co.* the Supreme Court referred to property transferred to 
the railroad by the Republic of Cuba, a non-shareholder, as a contribution to 
capital. This case has been followed by the Treasury and the courts.® 

It seems reasonably clear, then, on the basis of the legislative history and 
of departmental as well as-judicial usage, that “contribution to capital” means, 
or at least includes, a contribution by a non-shareholder.’° 

(2) But suppose the contribution is not a gratuity: does that require its 


6 Tall Timber Lumber Co. v. Comm’r, 39 F.2d 888 (C.C.A.5th 1930). 

7 Now Reg. 111, Sec. 29.113(a) (8)-1. 

8268 U.S. 628 (1925). 

® The authorities are collected and discussed by Professor Harvey in Some Indicia of 
Capital Transfers Under the Federal Income Tax Laws, 37 Micu. L. Rev. 745 (1939). 

10 This was conceded by the Commissioner in Liberty Mirror Works, 3 T.C. 1018 
(1944). In his brief in that case the Commissioner said: 


“Assume a situation where corporation A has paid in = in the amount of $500.00 
including assets and outstanding liabilities of $1000.00. Creditor B, to whom is owed 
$300.00, gratuitously cancels the debt. What effect has such cancellation on the capital 
of corporation A? The answer is none. The net effect of the transaction is merely a 
reduction of liabilities. Let us assume on the other hand that corporation A has a 
capital of $100.00 including assets and a single outstanding liability of $110.00 owed to 
Creditor B. There is thus available for the payment of the $110.00 liability the sum of 
$100.00. Creditor B, however, accepts $80.00 in full payment of his debt and gratuitously 
cancels the remainder in the sum of $30.00. Corporation A has thus received $20.00— 
something of value—which properly may be included in its invested capital as money 
paid in as a contribution to capital.” (Emphasis supplied) 


Notwithstanding this concession, the Tax Court announced the opposite view, by way of 
dicta, and relied on the Liberty Mirror case in the McKay Products case. 














570 TAX LAW REVIEW [Vol. 3: 


exclusion from invested capital? In other words, must a transfer be a gift to 
be a contribution to capital? Departmental rulings and judicial usage indicate 
a negative answer. 

At and prior to the time when section 718 was enacted, Reg. 103, Sec. 
19.113(a) (8)-1, governing the basis of property acquired as paid-in surplus 
or as a contribution to capital, concluded with this sentence: 


In the case of property acquired by a corporation after December 31, 1920, 
as a gift, the basis thereof shall be determined under section 113(a) (2). 
(Emphasis supplied) 

This explicit distinction between a gift and a contribution to capital implies 
that a contribution to capital need not be gratuitous. 

Along the same line the Bureau has ruled that a contribution to capital is 
not subject to gift tax. This ruling involved the transfer of real and personal 
property to a manufacturing corporation by a group of individuals to induce 
the company to locate in their community—the same factual pattern as in 
McKay Products. The Bureau held the transfer was a contribution to capital 
giving rise to no income tax liability on the part of the corporation and, at 
the same time, not subjecting the donors to gift tax, because of the absence 
of donative intent. 

The Treasury’s position in this regard conforms with judicial usage. Thus 
in Edwards v. Cuba Railroad Co.*? what the Court characterized as a contribu- 
tion to capital was in fact not gratuitous but made pursuant to a contract 
between the railroad and the Republic of Cuba under which the latter was to 
receive certain priorities and preferences. After reviewing the cases, Profes- 
sor Harvey concludes that “A category of definitely non-gratuitous capital 
transfers must be recognized.” ** Indeed, as Mr. Mertens points out, “such 
contributions are usually not intended as gratuities. The donor, whether it 
be a governmental body or a private source, expects to and does receive some 
benefit in return for his contribution.” ** 

(3) If a transfer qualifies as a contribution to capital, at what figure is it 
taken into invested capital? The regulations provide: 


If the property was acquired after December 31, 1920, by a corpvration 
from a shareholder as paid-in surplus or from any person as a contribution 
to capital, then the basis shall be the same as it would be in the hands of the 
transferor if the transfer had not been made. (See section 113(a) (8) ).*® 


In short, the contributor’s basis carries over. 
Mr. Montgomery has expressed the opinion, nevertheless, that the basis of 
property acquired by a corporation from a non-shareholder as a contribution 


11 G.C.M. 16952, 1937-1 Cum. Butt. 133. 
12 268 U.S. 628 (1925). 
18 See Harvey, Some Indicia of Capital Transfers Under the Federal Income Tax Laws, 
37 Micu. L. Rev. 745, 757 (1939). 
14] Mertens, Law or FEpErat INcoME TAXATION 206 (1942) ; cf. Helvering v. Ameri- 
can Dental Co., 318 U.S. 322 (1943). 
-15 Reg. 112, Sec. 35.718-1. 
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to capital is zero.1*° This follows, he believes, from the Detroit. Edison case.** 
In that case the Detroit Edison Company claimed depreciation on certain ex- 
tensions of its lines paid for by prospective customers as a prerequisite to 
obtaining service and treated by the company as contributions to capital. 
Relying on sections 113(a)(2) and (8)(B), the company argued that these 
additions to its property account had a basis for deprecia on equal to what 
they had cost the customers who had put up the money. The Supreme Court 
replied 

. . . that it overtaxes imagination to regard the farmers and other customers 
who furnished these funds as makers of either donations or contributions to 
the company.”® 

The case was decided in pre-Dobson days before the Court discovered that a 
difficult question of law is a question of fact. Accordingly, notwithstanding 
the Board of Tax Appeals had made no finding on the question, the Supreme 
Court had no troubie in concluding that there was neither gift nor contribu- 
tion to capital involved. Consequently there was nothing for the company to 
depreciate: the Court’s finding precluded a substituted basis and the company 
had no cost of its own. 

Section 718(a) (2) provides that property received by a corporation as a 
contribution to capital shall be included in invested capital in an amount equal 
to its unadjusted basis for determining loss upon sale or exchange; and this 
basis, according to the regulations, is “the same as it would be in the hands of 
the transferor if the transfer had not been made.” ?® There is nothing to the 
contrary in Detroit Edison. 

(4) The question of depreciation was also before the Tax Court in the 
McKay Products case. The Court held that the plant which had been presented 
to the corporation by the people of Sayre was not a gift and therefore not de- 
preciable as it had no basis. It was not a gift, the Court said, because the 
recipient corporation gave consideration for it: it moved to Sayre. But the 
fact that the transfer was not gratuitous (if it was not) does not settle the 
question. If the plant was a contribution to capital, its basis in the hands of 
the corporation was its cost to the people of Sayre; and a contribution to 
capital need not be gratuitous. So the Tax Court proved nothing when it 
found that there was consideration for the transfer of the plant. Yet it was 
content to rest there. 

The Tax Court said that the depreciation question was “controlled by the 
decision of the Supreme Court in the Detroit Edison case.” But the Court in 
the latter case concluded that the property there in question was neither a gift 
nor a contribution to capital and its holding is predicated on that factual 
determination. In short, it heid merely that sections 113(a) (2) and (8) (B) 


162 MOoNTGOMERY, FEDERAL TAXES—CoRPORATIONS AND ParTNERSHIPS (1946-47) 
372-3. 
17 Detroit Edison Co. v. Comm’r, 319 U.S. 98 (1943). 
18 Jd. at 102. 
29 Reg. 112, Sec. 35.718-1. 
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were inapplicable. Detroit Edison does not purport to require a zero basis 
for a contribution to capital any more for income tax than for excess profits 
tax. 

Shortly after McKay Products a variation of the depreciation problem came 
before the Tax Court in Brown Shoe Company, Inc.® There the corporation 
had received cash from various communities under contracts which, in each 
instance, required it to acquire a factory in the vicinity and operate it for a 
_ specified period of time. The Commissioner denied depreciation on the build- 
ings and machinery so purchased “upon the theory that [as] the petitioner used 
cash received from the various communities to pay for those buildings and 
that machinery . . . the buildings and machinery had, to that extent, no cost 
to the petitioner.” Pointing out that “the cash was not earmarked in any way” 
the Tax Court declined to “assume” that it had gone into the particular prop- 
erty in issue and held as follows: 
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The petitioner paid for the buildings and machinery out of its own unre- 
stricted funds, those buildings and that machinery had cost to it, as shown on 
its books and records, and it is entitled to depreciation thereon. 


This seems an inadequate reason for a sound result. Essentially the same 
situation was present in Detroit Edison; the payments received from cus- 
tomers in that case, like the funds contributed by communities in Brown Shoe 
Company, were “not appropriated to . . . particular construction nor ear- 
marked for it, but [went] into the company’s general working funds.” ** 
In short, the failure to trace particular funds into particular property, relied 
on by the Tax Court in Brown Shoe Company, was equally present in Detroit 
Edison but was disregarded by the Supreme Court in that case. 

The property in McKay Products Corporation and the cash in Brown Shoe 
Company were contributions to capital within the holding in Cuba Railroad 
Company and G.C.M. 16952.7** As such they were entitled to a carry-over 
basis under section 113(a)(8)(B). In both cases this aspect of the matter 
was ignored by the Tax Court, apparently on the tacit assumption, clearly 
erroneous, that it was somehow disposed of by the exclusion of the transfers 
from invested capital under section 718. 


II 


The practised eye will have detected in what has been said a not too artful 
dodging of the critical question: what is a contribution to capital ? 
According to Professor Harvey, 


One may . . . say with a reasonable degree of certainty that this concept [of 
capital transactions] covers more than the exchange of one asset for another 
of equal value or the acquisition of assets offset by equivalent liabilities, and 
outright gifts. A category of definitely non-gratuitous capital transfers must 
be recognized. How much this concept covers is still doubtful but perhaps it 


2010 T.C. No. 35 (1948). 
21 319 U.S. 98 at 100 (1943). 
21a See note 11 supra. 
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would not be too hasty a generalization to say that, where money or property 
has been contributed to a business enterprise by stockholders or others with 
the intention that these funds are to be used as a part of the permanent capital 
structure of the company, a capital transfer has occurred out of which no 
taxable income arises.”* 

The claim that the payments in Detroit Edison were gifts or contributions 
to capital was dismissed by the Supreme Court with the observation that they 
“were to the customer the price of the service.” ** Such a situation seems 
fairly distinguishable from that involved in Cuba Railroad and in G.C.M. 
16952.* On the other hand, the factual pattern in Detroit Edison is indis- 
tinguishable from that in many cases in which Cuba Railroad has been fol- 
lowed.”*> Detroit Edison accordingly appears to foreshadow a contraction of 
the area in which Cuba Railroad will be followed in future; it suggests that 
a payment will not be considered a contribution to capital if exacted from a 
prospective customer as a prerequisite to doing business with him. 

—JosepH O’MEara, JR.* 


22 See Harvey, Some Indicia of Capital Transfers Under the Federal Income Tax Laws, 
37 Mica. L. Rev. 745, 757 (1939). Professor Rottschaefer, on the other hand, is critical 
of the Cuba Railroad case. He argues persuasively as follows: 


“The [Cuba Railroad] case raises the whole problem of what constitutes a capital 
receipt. The substitution of one asset for another without gain is clearly such; so is. the 
acquisition of additional assets so far as offset by a concurrent equivalent increase in 
liabilities. The crucial case is that in which additional assets are acquired with no change 
in liabilities. Here there is an increase in net assets actually realized, an actual net 
accretion to a person’s economic power, a flow to him of goods equal to the whole value 
of the additional asset. This would seem to be as clearly income as is the realization 
of capital gains...” 

See Rottschaefer, The Concept of Income in Federal Taxation, 13 Minn. L. Rev. 637, 
669-70 (1929). 

28 319 U.S. at 103 (1943).° 

24 See Maiti, TAXABLE INCOME 392 (rev. ed. 1945). 

25 Jd. at 389-90. 

* Partner in Dargusch, Caren, Greek & King, Columbus, Ohio; lecturer on Federal 
Taxation, University of Cincinnati, College of Law. 
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